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WEDNESDAY, APRIL 16, 1958 


House bi REPRESENTATIVES, 
SeLect Commirree To Conpuct A STUDY AND 
INVESTIGATION OF THE PROBLEMS OF SMALL BUSINESS, 
Washington, D.C. 

The committee met, pursuant to recess, at 3 p. m., in the old Supreme 
Court Chambers, Capitol, Hon. Wright Patman (chairman of the 
committee) presiding. 

Present: Representatives Patman, Evins, Multer, Brown, Hill, 
Riehlman, Seely-Brown, McCulloch, and Sheehan. 

Also present: Bryan H. Jacques, staff director; Everette Mac- 
Intyre, general counsel; Wm. Summers Johnson, chief economist; 
Frances Topping, ec onomist; Clarence D. Everett, staff member : 
Marie M. Stewart, clerk; and Victor P. Dalmas, adviser to minority 
members. 

The Cuamman. The committee will please come to order. 

Governor Szymezak, we want to thank you for responding to the 
committee’s invitation. The committee will be interested in what you 
have to say, and any advice or suggestions will be appreciated. 

We want to congratulate, too, the other members of the board and 
the staff for making the report, Financing Small Business, avail- 
able. The committee has not yet had time to study the report, but 
will do so, and it is certainly a step in the right direction, and will 
assist in making an investigation and study. 

Have you had a chance to read the report, Governor Szymezak ? 

Mr. Szymczak. I have, Mr, Chairman. 

The CuatrmMan. Of course, we are concerned about financing small 
business. That is what we asked you to come up here and talk to 
us about. It includes commercial bank credit, but our main interest 
right now is some sort of a system to be created, if we can get it created, 
that will provide both equity capital and long-term loans to small 
business having a degree of risk which commercial banks cannot 
make. That is, risks taken under existing law. 

We'll be interested in anything you have to tell us along this line, 
Governor. 

If you would like to proceed in your own way, why, that will be all 
right, or if you prefer that questions be asked you, we’ll try to accom- 
modate you that way. But we would like you generally to state your 
viewpoint. 


4138 
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TESTIMONY OF M. S. SZYMCZAK, MEMBER OF THE BOARD OF 
GOVERNORS, FEDERAL RESERVE SYSTEM, BOARD OF GOVER- 
NORS; ACCOMPANIED BY ALBERT R. KOCH, ASSOCIATE ADVISER, 
DIVISION OF RESEARCH AND STATISTICS, FEDERAL RESERVE 
BOARD 


Mr. Szymezak. I'll be glad to make a short statement orally. 

Mr. Koch on my right is from the Research Division of the Board, 
and has been in close contact with the study the Board has had m: ide 
in small-business financing. I have had some experience as a Board 
member with section 13 (b), which came into existence when Con- 
gress acted, I think, in 1933 or 1934 to empower the Federal 
banks to make loans to small business—wor king capital loans for 5 
years, no longer—when they couldn't get the credit from other fi- 
hancing institutions on a reasonable basis; and that experience ‘el 
taught us that small-business financing of one kind or another can 
be developed by private financing institutions, as and when they get a 
chance to get the experience. From that experience, in my opinion, 
banks were enabled to make immediate-term credit available to small 
business, because it is difficult for a private insti ution to get the ex- 
perience initially, unless it is in some way encouraged by Government 
backing and by Government appropriations to get that kind of ex- 
perience, and because, as we all know, when one is small, whether he 
is in business or in anything else, he has difficulty getting his books 
in order, getting his shop in order. He has to go somewhere to find 
out how to do it at not too great an expense. Someone has to teach 
him how to make his application bankable. 

Therefore, that experience under section 13 (b) enabled the banks 
to get the experience, because we were helping them, assisting them, 
and they eventually took over a great many of these loans. Now they 
are making intermediate credit loans to small business in volume. 

Many of the applications for financing, as we all know, that come to 
banks—it is difficult for financing institutions of one kind or another 
to learn how to make the loan and for small business to learn how to 
apply for credit; and the experience that we obtained, the RFC ob- 
tained, and the private financing institutions obtained, has been help- 
ful to small business. 

Now, that portion of the study that has just been completed, and 
on which the Chairman of our Board will speak before the Subcom- 
mittee on Small Business of the Senate Banking and Currency Com- 
mittee next Monday, indicates that if there be a gap, the gap is mostly 
in long-term credit and equity capital. Therefore, means by which to 
extend that kind of credit to institutions—to small business—that 
could be devised to enable private capital to go in on a longer term 
basis, and also provide equity capital, will be helpful to growing busi- 
ness institutions, enabling them to continue to expand. 

Some small businesses don’t wish to go beyond their own capital. 
They just want to use what they have, and they don’t want any other 
equity capital, or are afraid that somebody else will take over their 
business. So therefore, they are satisfied with what they, themselves, 
have, or what their immediate friends or relatives are able to lend. 

But the institutions that have inherently an ability to expand, long- 
termwise, do need long-term debt and do need equity capital. And it 





PROBLEMS OF SMALL-BUSINESS FINANCING 415 


is not always provided or made possible for them to obtain by going 
to the market. Therefore, the experience that any private organiza- 
tion would gain through an institution sponsored by the Government, 
to get into equity capital, and also to get into long-term financing, 
would be very helpful. In other words, it would spur them on to find 
out how to do it. But as soon as possible, the Government should step 
out of the picture and let private capital do the job. 

The Cuarrman. You bring up a point there that is very interesting. 
In other words, the small-business man is afraid to let others provide 
the capital, for fear that they will eventually get too much control 
over his business, but they do not mind an agency that is organized 
for the purpose of helping them, when there is no danger of that 
agency ever getting into their business. 

Mr. Szymczak. Well, the best example of that, Mr. Chairman, fol- 
lowing up my statement and your reference to my statement, is the 
fact that for a long period of time, it was difficult for small business 
to get intermediate credit. But through section 13 (b) and the RFC, 
and through the Small Business Administration, banks and others 
have learned how to do it. Initially, it takes a lot of money to learn 
how to do it, and quite naturally, money goes where there 1s as little 
risk as possible and as great a return as possible. 

The Cuatrman. I believe you reported that the commercial banks 
are not in a position to make these loans small businesses need, did you 
not ? 

Mr. Szymczak. They have made the loans. 

The CuatrmMan. I beg your pardon ? 

Mr. Szymezak. They are making the loans. 

The CuatrMan. But they can’t make long-term loans? 

Mr. Szymczax. Oh, no. 

The CuarrmMan. And, of course, small business needs those loans. 

Mr. Szymczak. Yes. 

The Cuarrman. And they can’t make advances of venture capital. 

Mr. Szymczaxk. That is right. 

The Cuatrman. And in that field, any agency setup would not be 
in competition with commercial banks. 

Mr. Szymcezax. That is right. 

The Cratrman. Did your Board approve the recommendations, 
Governor, concerning the repeal of section 13 (b) authority? 

Mr. Szymozax. We did. 

The Cuarrman. That is, in other words, to relieve the Federal Re- 
serve Board of the responsibility of making any loans under section 
13 (b), and to turn back into the Treasury, or take away from the Fed- 
eral Reserve Board, the $2714 million. 

Mr. Szymczaxk. Yes. 

The Cratrman. What considerations led you to make that recom- 
mendation of repeal ? 

Mr. SzymczaK. Well, in the beginning, of course, when we were 
discussing this, we were thinking in terms of what experience we had 
gained, and the RFC was still in existence. Then came the Small 
Business Administration, so that we would be competing with the 
Small Business Administration, or initially with the RFC. Original- 
ly, in the early thirties, when there was a question of who should 
make these loans, it was supposed to be the Federal Reserve, and then 
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the RFC got the same authority and then expanded authority so that 
the Federal Reserve dropped out of the picture. 

The Cuarrman. I see your point there, and I think you were justi- 
fied in the conclusion at the time the RFC was in active operation. 
But after the Small Business Administration was organized and they 
could only loan the $150,000 or $250,000 to small business. You are 
not so restricted on 13 (b) 2 

Mr. Szymozaxk. That isright. 

The Cuarrman. It occurred to me that there would be a definite 
place for the Federal Reserve Board under 13 (b). 

Mr. Szymezax. I frankly feel, Mr. Chairman, that it is bad busi- 
ness for any monetary authority whose initial responsibility is not 
earnings or profits but monetary policy to make loans. 

The Cuamman. That is your real reason 

Mr. Szymczax. That is right. In other words, the central banks 
of the world in underdev eloped countries that have to go to short- 
term, intermediate and long-term lending, pull out as soon as they can. 

The Cuarrman. Really I think this other—I don’t mean to reflect 
on you, but the other is a sort of window-dressing, but the real reason 
is that a central bank shouldn’t be in that kind of business ? 

Mr. Szymczax. That is right. 

The Cuarrman. And you are not in favor of a central bank in that 
business. 

Mr. Szymezax. That is right. 

The Cuarrman. Do you agree with Mr. Martin that the member 
banks do not own the Federal Reserve banks, and have no claim to 
their assets or income other than the interest payment on the so- 
called stock which the member banks are required to subscribe to the 
Federal Reserve banks ? 

Mr. SzymczaK. That is correct. They are also entitled to the 3 
percent of their capital and surplus that they paid in to purchase the 
stocks and the 6 percent dividend. It is a sort of preferred stock; 
it is not a common stock. 

The Cuatrman. Governor—Mr. Martin uses a phrase which I think 
is a correct one when he says commercial banks own the nonproprietary 
interest in the Federal Reserve System ? 

Mr. Szymczax. That is right. 

The Crarrman. I notice now, turning to the Bulletin of March, the 
Federal Reserve Bulletin for March, just recently, I noted on the 
asset side, the Reserve banks had $52 billion. About half of this, 
$24 billion, was in holdings of United States Government securities, 
and another $22 billion was in gold certificate reserves. 

On the liability side, the Reserve banks had $348 million of paid-in 

capital—in other words, the so-called stock—and $27 billion in Fed- 
eral Reserve notes outstanding. 

Your reports show that substantially all your income is from your 
holdings of United States Government securities. For example, the 
Board’s annual report for 1956 shows that it had earnings of $596 
million, of which $572 million came from Government sec urities, 

Is that income from Government securities substantially all in- 
terest payments, Governor Szymezak ? 

Mr. Szymozax. Not necessarily. Some of it may be interest pay- 
ments. Some of it is buying and selling at a difference in prices. 

The Crarrman. In appreciation of values, some of it ? 
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Mr. Szymozax. Yes. 

The Cuarrman. I notice you don’t disassociate that. 

Mr. Szymozax. In the statement, you mean ? 

The CuarrmMan. Yes. 

Mr. Szymozax. No. 

The Cuarrman. If it is in the statement, I wish you would call it to 
my attention. 

Mr. Szymczax. I don’t know whether it is in the statement or not. 

The Cuarrman. I am not too familiar with it; I am not familiar 
enough with it to know. Maybe Mr. Koch will tell us. 

Mr. Kocu. It is not included in that part of the statement. 

The CuatrmMan. It is all put in together. 

Could you give us that statement, breaking it down not only for 
1957, but for 1956 and 1955, as to the amount of interest, as to the 
amount of these profits that was interest, and as to the amount that 
was from earnings of Government securities, or buying and selling 
Government securities. 

Mr. Kocu. May I interrupt, Mr. Chairman? 

The CuatrMan. Yes. 

Mr. Kocu. Practically all of that is interest. We haven’t been 
swapping securities. 

In other words, that is interest. We don’t have any capital oe 
on Government securities, because we haven’t been buying and selling 
in that sense. 

The Cuamman. You have been handling Treasury deals only? 

Mr. Kocn. Yes, sir. 

The Cuarrman. There is no use in asking you to do that, because it 
wouldn’t amount to anything, then? 

Mr. Kocn. No, sir. 

The Cuarrman. So you can state now, almost 100 percent of it is 
income from interest payments on those bonds? 

Mr. Kocn. Yes, sir. 

The Cuarrman. Now, the taxpayer pays the interest on the Govern- 
ment securities, and you collect that interest from the Treasury ? 

Mr. Szymozak. That is right. 

The Cuarrman, On the $24 billion. 

Now, you get these Federal Reserve notes from the Bureau of En- 
graving and Printing through the record process. They don’t cost 
anything except wh: at you pay out of the funds that would eventually 
go to Government anyway. 

Mr. Szymezax. Yes. 

The CHatrmMan. So you have the equivalent of that cost. 

Mr. Szymczax. Well, we have to pay for the printing of them. 

The Cuarrman. But that comes out of funds, of which 90 percent 
would go to the Treasury. 

Mr. Kocn. May I interrupt, Mr. Chairman, again? 

The CuatmrMan. Yes, certainly. 

Mr. Kocu. I was wrong. The figure is in the Bulletin on our profits 
and losses in sale of governments, and it is, as I suggested, infinitesimal. 
Our interest earnings on Government securities in the year ending 
1956, which is the last year available, was $572 million roughly. The 
net profit on the sale of securities was $268,000. 

The Cuarrman. Practically nothing. 

Mr. Kocu. Practically nothing. 
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The CHatrMan. In comparison. 

Well, now, who do you consider owns the gold—Fort Knox gold? 

Mr. Szymczax. The Treasury, the United States Government. 

The CHarrmMan. Your report for 1956 shows that you had net earn- 
ings in that year of $474 million, and that you paid $402 million into 
the Treasury as interest on the Federal Reserve notes outstanding, but 
these net earnings were after payment of expenses, and after making 
certain chargeoffs on bank premises and setting aside certain reserves 
for contingencies. 

The report shows that you took $340 million of the earnings in that 
year, and added them to your reserves for contingencies. 

Turning to your balance sheet, however, I don’t see any reserves 
for contingencies there, but there is a section 7 surplus fund which 
amounted to $747 million at the end of 1956, and amounted to $809 
million by the end of February 1958. 

Do you know if the reserves for contingencies which are taken out 
of Reserve bank earnings each year are what go to build up section 7 
surplus funds? 

Mr. Szymczax. I don’t know, Mr. Chairman. I think that section 
7 is the total surplus. <A certain part of it is set aside for contin- 
gencies. How much of that total figure is set aside for contingencies, 
T don’t know, sir. 

The Cuarrman. On these profits other than interest on Government 
securities, didn’t you buy some Treasury bills at a discount ? 

Mr. Szymczak. We buy them all at a discount. 

The Cuarrman. I beg your pardon? 

Mr. Szymczax. All bills are sold at a discount. They don’t have a 
‘ate of interest; a coupon. 

The Cuarrman. I know they don’t have a rate of interest. It is 90 
days, and you bid for them 

Mr. Szymczax. Weekly. 

The Cuamman. Yes, and the interest 

Mr. Szymczax. The interest comes from what you bought them for 
below the par value at maturity. 

The Cuatrman. I understand. 

As to expenses of the Federal Reserve bank, these are, of course, 
taken out of income each year before you compute what you will pay 
into the Treasury. 

In 1956, the bank’s gross expenses were $139 million, but there was 
$18 million of reimbursed expenses. This $18 million reimbursement 
was from the other Federal agencies, was it not ? 

Mr. SzymozaKk. Yes, sir; fiscal Agency operation. 

The Cuatrman. Do you feel you make a fair charge to the other 
Federal Agencies for the services you perform for them ? 

Mr. SzymczaKk. Again, it goes into the philosophy of the whole ques- 
tion, whether or not the Federal Reserve should charge for any oper- 
ations that it performs for other Government agencies. Technically, 
the Congress has set aside certain amounts of money for each agency 
by way of appropriation. Therefore, in order to have a means of 
measuring how much each agency has to spend, it is better for them 
to pay the cost of our operation and whatever we have over what you 
have already mentioned, is turned:back to the Treasury. Otherwise, 
we would soon be operating for other Government agencies and assum- 
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ing their expenses. The Reserve bank’s net expenses came to $121 
million. 

The CuatrmMan. That is the expenses of the Reserve bank’s services 
to the private banking system. Is that correct ? 

Mr. Szymczax. Well, it is public interest, through the private bank- 
ing system. In the interest of monet: ary ‘policy “and supervision of 
banks, through the banking system. 

In other words, we operate in monetary policy and we supervise 
member banks together with the Comptroller of the Currency in the 
case of the national banks and the FDIC in the case of State member 
banks. 

The Cuarrman. Isn’t it so that most of the business that is done 
that causes expense to the Federal Reserve System is done in the way 
of clearing checks ? 

Mr. Szymozak. That is right. 

The Cuarrman. A business and a service that banks formerly had 
to pay for themselves. 

Mr. Szymczak. That is right, and some still do. 

The Cuarrman. And the Government is paying that now? 

Mr. Szymczak. That is right. 

The Cuatrman. And that amounts to over $100 million ? 

Mr. Szymezax. I wouldn’t know the exact figure, or how to break 
it down. 

The Cuatrman. I know it was $121 million, but we'll say over $100 
million. 

A bank building in Houston, Tex., was erected recently. 

Have they dedicated that yet ? a 

Mr. Szymczax. I think a week or two ago. I forget. 

The Cuatrman. I heard there was some objection to putting the 
ordinary inscription above the door, to the effect that it is a branch of 
the Federal Reserve System, Dallas, Tex. It was said that Houston 
objected to putting the word Dallas on it, is that correct 

Mr. Szymczax. I don’t recall that particular instance, but it could 
be. That was the case in Baltimore, for example. 

The CuatrmMan. It is too insignificant to make mention, of course. 
I just want you to verify the fact that they have recently finished 
that bank building. 

Last year, accor ding to the information furnished to me, the Houston 
Bank Branch earned from loans and discounts, $206,000. Every bit 
of that was earned from United States Government securities. 

Mr. Szymezak. That is collateral. When the banks borrow at the 
FED, they can either discount paper—that is sell paper a little below 
what they get at the rate of return, and that paper is acquired by 
Federal banks. Today, they don’t do much of that. What they = 
now is borrow money direc tly—it i is called an advance—and they sign 
a note. They pay a rate of interest called the discount rate. They put 
up as collateral Government securities. 

The CuamrmMan. You are spending over $2 million for that project, 
have spent $2,276,000. How can you justifying spending that much 
money for a building to render a service which can be rendered by the 
telephone on the desk of the president of the bank, communicating 
with the Dallas office, because it is not a matter of judgment or discre- 
tion so much, because all these discounts and obligations are based 
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upon United States Government securities only 
1 dollar from any other source. 

How can you justify spending $214 million to build a building to 
render that kind of service? 

Mr. Szymczax. In the first place, we do other things. Besides loans 
and discounts at the Houston Branch, they are primarily, as you 
already indicated, engaged in clearance of checks, and also the banks 
in that branch area of the Federal Reserve Bank of Dallas, in the 
area of Houston, are able to acquire currency when they need it. 
When they don’t need it, they send it to the branch. That is a way 
of making it possible for currency, for money generally, deposits, 
to flow through the country. It is easier for them in that area to do 
it through Houston than through Dallas. 

The CHarrman. That is a convenience for banks, isn’t it ? 

Mr. SzymczaK. Well, banking is a convenience for the country. 

The Carman. Yes, but ordinarily they would have to do that 
themselves. 

Without objection, I'll insert a statement from the Houston Branch, 
Federal Reserve Bank of Dallas, in the record at this point. 

(The document referred to is as follows :) 


none other. Not 


Houston Brancn, Feperat Reserve BANK oF DALLAS 


Total authorized expenditure for the project______.__-________-_ $2, 276, 000. 00 


Ree Seen. eee, Tees. I see. 6 Lk 1, 043, 400, 000. 00 
Earnings from loans, discounts, etc., in 1957_..._._...._....----- 206, 828. 66 
Loans, discounts, etc., secured by other than United States 

CREE RUIN TTEOD CIR BIE ie ies eter ccinpitimenin en None 


Description of the building 

The new home of the Branch will be of modern design, and without windows. 
It will consist of a basement, three floors, a penthouse for elevator machinery, 
and a roof terrace and sun deck for the use of employees. Usable floorspace 
will comprise a total of 64,000 square ‘feet, in contrast to 17,500 available in 
the existing building. 

Mr. Surenan. I’m a little confused here. Where does all this 
affect small business ? 

The Cuatrman. I’m getting down to that, if you will just bear 
with me. 

Now, then Mr. Szymezak, the question of surplus funds and the 
question of capital stock—I'll get right down to it. 

You had over $800 million in surplus under section 7. 

Mr. Szymczax. Yes. 

The CratrmMan. And you have about $200 million under another 
section. What is that for? 

Mr. Szymczax. That is for contingencies. 

The Cratmrman. What kind of contingencies is that to take care of? 

Mr. Szymezax. IT can mention one quite quickly. Self insurance 
would be one. 

The Cuarrman. Where you carry your own insurance? 

Mr. SzymezaK. Yes, 

The Crarrman. Well, that is a contingency, I'll admit. 

Now, you have $800 million in surplus under section 7. Do you 
think it would in any way inconvenience the reserve banks if they 
put up $10 million each for some agency to be established in each 
Federal Reserve District that would make it possible for small busi- 
nesses to get long-term loans and venture capital loans? 
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Mr. Szymcozax. That isn’t an inconvenience, as indicated by the 
fact that before reinstatement of the franchise tax, which is provided 
for in the pending Financial Institutions Act, we have under the 
penalty for issuance of Federal Reserve notes that are not collater- 
alized by gold certificates, paid into the Treasury the amount that 
you have mentioned, and that is 90 percent of the net earnings so 
that, therefore, we have been doing it even before reinstatement of 
the franchise tax. 

Mr. Cuarirman. That is right. But now can you conceive of a pos- 
sible situation that might arise that would ever cause you to have 
to use that $800 million ? 

Mr. Szymozax. I can’t conceive of a mathematical formula as in- 
dicated by the question. But I don’t think that the Federal Re- 
serve—and now I go back to the fiscal agency operation mentioned a 
short while ago—I don’t think the Federal Reserve should use its sur- 
plus or any part of its funds in any way except to pay its bills and 
have a surplus or a portion for a surplus and a portion for contin- 
gencies and turn the balance over to the Government. 

The Cuatrman. Under existing law that is what you feel like you 
can do. Of course, Congress can make the law. 

Mr. Szymczax. Oh, yes, and has. 

The Cuatrman. If Congress changes the law, the Board is not con- 
cerned. Of course, it is concerned but it would not oppose any dis- 
position. 

Mr. Szymczax. Also, as you know, there are two points here. One 
is the philosophy of the central banks and in the central bank’s phi- 
losophy the power given to it by Congress—it doesn’t have to have 
two separate surpluses. 

The Carman. You put your finger right on it. 

Mr. Szymcozax. On the other hand, people are accustomed to pri- 
vate business accounting. They are accustomed to banks and _busi- 
nesses and so forth keeping books in a certain way and these books 
show a surplus. A John Jones therefore looks at the Federal Reserve 
with a power to issue currency and power to buy Government secu- 
rities and so forth, and looking at the statement and not finding a 
surplus there, might figure—and that question came up not so long 
ago when it arose in connection with other countries’ currencies and 
whether the system could lend the money. Legal questions arose, 
and other questions arose, but the immediate question was why should 
the Federal Reserve use its funds for the purpose of aiding currencies 
of other countries and the loss of confidence in the Federal Reserve 
System in case it did so. 

That is the thing that the average bank is accustomed to, which 
is different from the philosophy of central banks. 

The Cuarrman. The fact is that the central bank having the power 
to create money doesn’t need any surplus funds and doesn’t need any 
capital stock. 

Mr. SzymczaK. That is right. 

The CrHatrmMan. It doesn’t need either one. 

The truth is, Governor Szymezak, that the capital stock, that $300- 
some-odd million, is not used for any purpose, is it? 

Mr. Szymczax. It was used to start with. 

The CratrmMan. That was for operating expenses. 

Mr. Szymezax. That is right. 
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The Crarrman. But has not been used since, and is not now used 
is it? 

Mr. Szymozax. That is correct. 

The Cuarrman. And that capital stock has never been invested in 
Government bonds or anything else ? 

Mr. Szymozax. You are technically correct. It would be hard to 
say what money is used for what purpose. 

The Cramman. But your transactions are paid for by created 
money ¢ 

Mr. Szymczax. The essence of our existence is the power to issue 
currency. 

The Cuarrman. Your surplus funds are not used for any purpose 
now, are they? 

Mr. Szymezak. No. 

The Cuamman. And they have never been invested / 

Mr. Szymezax. No. 

The CuarrMan. So they are idle for all practical purposes ? 

Mr. Szymczaxk. Yes. 

The Cuarrman. I have taken up quite a lot of time. 

I would like now to yield to you gentlemen, if you are ready to ask 
some questions. 

Mr. Hill? 

Mr. Hitx. No. 

The Cuarrmman. Mr. Brown? 

Mr. Brown. Governor, do you feel after reviewing the study that 
the Federal Reserve has made of small business financing that this 
situation of equity capital and long-term loans could possibly be a 
void, or at least a neglected part of our financial community ? 

Mr. Szymezak. I do. 

Mr. Brown. Do you feel that it might be at a point where the 
Government might possibly encourage development in that field, and 
private banks probably feel they don’t need investment in that field? 

Mr. Szymozax. Yes, I do. 

Mr. Brown. I believe I understood you to say you feel it should 
not be a part of the Federal Reserve structure in the central bank. 

Mr. Szymezak. That is correct. 

Mr. Brown. Therefore, if this Government is to take steps in that 
direction, it will have to be really creating a new form of investment 
bank service as I see it. Is that the way you think of it, too, sir? 

Mr. ieaks: Yes, I do. 

Mr. Brown. Is that not long overdue and a great opportunity in 
this country ? 

Mr. Szymezak. I think so. 

Mr. Brown. I want to say for the record, Mr. Chairman, without 
taking up any unnecessary time here, that just yesterday TI saw an 
example of exactly what this problem comprises in an individual 
instance. I’ll not mention names because the names are not important. 

There was a paper-box concern that had grown from nothing and 
was an extremely efficient small operation. They needed $1 million 
to expand their plant and their equipment. They finally located the 
$1 million by going 1,000 miles away from home to a bank that no 
one in the community had ever heard of before they started these 
queries. But when they went to negotiate for the $1 million, the 
strings attached to the money were so extensive and so absolutely 
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impossible that the board of directors of this small concern just 
rightly, I feel, turned down the million dollars. They said, “we have 
no aliernative. We have got to sell to a large, in fact a giant paper- 
box concern,” and they sold. 

Now, they didn’t want to sell. The man wanted to continue devel- 
oping this business that he had started, but he had to sell, and to show 
that he was just as efficient as the giant concern, or more so, the giant 
concern closed the only other plant they had in his area and turned 
this whole operation loose to produce all their paper boxes in that 
section. He is managing it and the operation is going forward with 
adequate capital now. 

But to me it is a classic example of how we are bring on a lot of 
these problems that come with concentration of ownership by this 
void in our financial community. 

Mr. Szymezak. I agree with you. 

Mr. Brown. Thank you, Mr. Szymezak. 

The Cnamman. Mr. Riehlman, do you have any questions ? 

Mr. RieuitmMan. No, I have no questons right now. 

The Cnarmman. Mr. MeCulloch ? 

Mr. McCutrocn. I have no questions. 

The Cuarrnman. Mr. Sheehan ¢ 

Mr. Sueenan. Yes. Since this is one of my favorite constituents, 
I can’t resist the opportunity to ask him some questions. 

Mr. Szymezak, you mentioned before that the commercial banks 
owned—or, I think it was that the chairman—owned a nonproprie- 
tary interest in the Federal Reserve System. 

Mr. Szymezax. That is correct. 

Mr. Sueenan. But they carry ona sort of nominal membership ? 

Mr. Szymczax. That is correct. 

Mr. Surenan. In other words, do they have anything at all to do 
with influencing the decisions you people make ? 

Mr. Szymezak. They do not—I had better qualify that, Mr. Con- 
gressman. That is, they do elect 6 direc tors in each Federal Reserve 
bank, 3 of whom are bankers, the other 3 businessmen. 

Mr. Surenan. But then the original policy, though, is set by the 
Federal Reserve System in Washington, not by the individual banks, 
is that not right ? 

Mr. Szymczax. Well, except for this fact that discount rates are ini- 
tially set by the Federal Reserve bank directors in each of the 12 Fed- 
eral Reserve banks separately and then sent to the Board in Washing- 
ton which approve or does not act on or disapprove the discount rates. 

Open market operations are conducted by the Board plus 5 presi- 
dents of the 12 Federal Reserve banks; and reserve requirements, the 
third general instrument, are set by the board of governors in Wash- 
ington. Also the selective credit instrument which is margin require- 
ments on stock purchases, the credit margin is set by the Board of 
Governors in Washington. 

Mr. Surenan. In other words, the board of governors in Washing- 
ton has a virtual veto power on the discount rate set by each individ- 
ual Federal Reserve district, is that right ? 

Mr. Szymczax. That is correct. 

Mr. Sueenan. I ask those questions to bring us down to the prob- 
iem of tight money, which we have heard so much about because we 
have heard that the policies as such have been very effective in the 
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workings of small business and the so-called tight money policy has 
prevented small business from getting more money and has virtually 
affected adversely small business. 

I am just wondering if you would elaborate on how the tight money 
policy has been arrived at. 

Mr. Szymczax. Well, we have three major instruments of monetary 
influence. One, as I have already mentioned, is open market opera- 
tions, another reserve requirements, and a third is the discount rate. 
In addition, there is the selective instrument that affects a small area 
of credit and that is the margin requirements on stock purchases. 
To affect credit for registered stock, we set the margin. It is now 50 
percent—50 percent cash and 50 percent credit. 

When the economy turns up—the purpose of monetary and credit 
policy is to try to arrive at the simple formula of supplying enough 
money to meet the situation on the other side, which is commodi- 
ties—goods and services. 

So, if you have too much money and too little goods and services, 
this too much money—pushes the prices up. It is the simple principle 
of supply and demand. 

So what we try to do is to have enough money to balance the goods 
and services and yet have enough money over and above that to allow 
for a normal growth in our economy—population and so forth; ex- 
pansion in the economy. 

We cannot go into each bank, or into each financial institution or 
into each business and say, “You should do this or that or the other 
thing.” All we can do is to add to, hold, or take away from the 
supply of money. 

When we buy a bill, a Treasury bill, you get the check. You sold 
us the bill. You deposit that check in your bank. That money doesn’t 
come from another bank in the country. It comes from the Federal 
Reserve System, so therefore the money supply has been added to by 
that amount. Potentially, on our present reserve requirements, that 
can expand six times—potentially expand six times. So we have 
added to the supply of money. 

If we sell a Government security, then you have to give us a check. 
We deposit the check, not in another bank. We deposit it in the Fed- 
eral Reserve bank. So much of the money supply has been taken 
away from the economy. 

Therefore, the purpose of all this to to try to have not too much 
money and not too little money, either of which tend to imbalances in 
the economy. What we are trying to do is to attain as much stability 
in the economy and at as high a level of production and employment 
as is possible. 

Mr. SuHeeHan. And the decisions that you arrived at in determining 
whether or not to raise or lower the supply of money, tight money or 
nontight money, are arrived at through your own agency as an inde- 
pendent agency, is that right ? 

Mr. Szymczax. That is correct. 

Mr. Surenan. The Federal Reserve Board in Washington makes 
the determination ? 

Mr. Szymczax. That is correct. 

Mr. Sueenan. They are a completely independent agency, are they 
not? 
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Mr. Szymczak. They are, but they are part of Government. They 
are independent within Government. 

Mr. Sueenan. I ask that in this sense. For instance, when the 
Federal Reserve Board loosens money or tightens money, they don’t 

take orders, or do they, from any other part of the Government? 

Mr. Szymczax. That’s right, no smile: 

Mr. Surenan. You arrive at that decision through your own econ- 
omists, using your own judgment ? 

Mr. Szymczax. That is right. 

Mr. Suernan. T herefore, any decision we have had in the past with 
regard to tight or loose money is a decision that you have made accord- 
ing to your own best judgment 

Mr. Szymczak. Yes. In other words, if anybody is to blame, we are. 

Mr. SuHrenHan. That is what I am getting at because we have had 
the charges that a tight money policy was brought on, or not brought 
on, by certain other Government factors, and it is my understanding 
that the Federal Reserve Board arrives at this judgment independ- 
ently, in the light of what they think is best for the country. 

Mr. Szymezak. That is right. 

Mr. Sueenan. Mr. Szymezak, in view of your experience in Chi- 
cago as a teacher, I wanted to elaborate a little bit on Congressman 
Brown’s question. 

I agree with him to the extent that part of the problem of small 
business is getting money to expand. But it is also one of my pet 
theories, which I would like to hear your view on, that part of the 
problem of small business, if not a great part of it, arises from our tax 
structure. 

Take a small business that earns $60,000 in 1 year. If they are a 
small corporation, over $25,000, they are immediately paying the gov- 
ernment 25 perc ent in taxes. They cannot make more money under 
that situation. They must go to the Government in order to get the 
money they need. 

Mr. Szymczax. Let’s put it differently. I am not the Secretary of 
the Treasury. That is within his sphere of responsibility and I don’t 
know enough about taxes, but I do know that some relief to small busi- 
ness in the tax area is certainly desirable, if that is your question. 

Mr. Sueenan. Well, the second part of the question, Mr. Szymezak, 
was simply this, that it would seem to me that if the tax structure was 
such that it did not take so much of the profits of small business, maybe 
they wouldn’t have to worry about always having to go to banks as in 
the situation that Mr. Brown presents, where they want to grow but 
can’t because they cannot accumulate enough money. 

Mr. Szymezax. That is part of the point made in the study. Mr. 
Koch reviewed and wrote a very good paper on those parts of the 
study that have been completed. How much small business is able to 

take out of its own earnings and put back into small business has not 
been determined as yet in the study thus far. But there has been 
some—how much they can and how much they can’t because of the tax 
question, we don’t know. We haven’t the figures. But certainly a cer- 
tain portion of it is taken away from them, which could have been 
used had it remained as earnings, instead of being turned over in taxes. 

Mr. Sueenan. I, for one, would like to see Mr. Koch’s study when 
he completes it, if it is available. 
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Mr. McCutzocu. Mr. Chairman, I would like to ask a few questions, 
if I may. 

The Cuatrrman. Mr. McCulloch. 

Mr. McCuiiocu. Would you find it much easier to second the action 
of your Board, Governor, than you found it in arriving at your 
original decision with respect to discount rates? 

Mr. Szymezax. Let me repeat the question to see whether I un- 
derstand it. 

Mr. McCuniocn. Well, let me withdraw the question. 

If you find—or do you find it easier now to come to a conclusion 
with respect to the action of your Board on rediscount rates than you 
did when you were making those decisions? 

Mr. Szymczax. Well, you see, the essence of monetary policy is tim- 
ing. But timing is most difficult. We always know better 6 months 
later what the timing should have been than we know at the time 
we take the action. 

Yet, if you want an informed econ >mist you would have Al Koch 
on the Board, but you need more than that. Al Koch is a very good 
man and we have other good econonists and technicians, but you 
need men of some experience who are willing to take the risk, and 
therefore make a decision to act even though they know they are 
not so certain about the timing, but find out later whether the timing 
is correct or not. 

Congress acted wisely, in my opinion, when it established the Federal 
Reserve System. As you know, the System was created for the pur- 
pose of issuing currency and as a clearing mechanism and also to 
provide discounts to the banks that are members of the System. The 
setting of the discount rate was in each of the Federal Reserve banks. 

sut Congress provided a further a nt. It said, in effect, that 

the discount rate must be approved, or, putting it in legal language, 
“reviewed and determined” by the ie lof Governors in W ashington 
which usually has to look at the overall picture in the whole country, 
and not merely in that district that a particular Federal Reserve 
bank serves. I think that is a very wise piece of legislation. 

Our timing as to enon we should have made the discount rate 
changes, or approved or disapproved it, or engaged in our open 
market regulations, or a. unged reserve requirements, becomes very 
clear 6 months later. But at the particularly time, we just have to 
stick our neck out and act because, naturally, the human inclination is 
to keep going right down the path that it has been going down. 

Mr. McCuntiocn. Have you read or heard of Merriner Eccles’ state- 
ment concerning the action of the Board in these fields you are talking 
about ? 

Mr. Szymczak. I haven't. He is in town, as a matter of fact. He 
is appearing before Senator Byrd’s committee this afternoon. 

Mr. McCuttocn. I think he has made some statements in this field 
that are most enlightening. 

In due course, Mr. Chairman, if we could incorporate them in this 
record, it might be helpful, unless he is to be called. 

The CuarrMan. Well, it would be all right with me to have him as 
a witness if he is available. 

Mr. Szymcezax. He is in town. 
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The Cuatrman. And he is a very fluent talker, and a very wise per- 
son, and I assume he would know as much about the Federal Reserve 
Syst em as any person living. 

We'll consider that. 

Have you finished, Mr. McCulloch ¢ 

Mr. McCuttocn. Yes; I have finished. 

The Cuairman. Now, I want to ask you about the independence of 
the Federal Reserve. 

Whom do you consider you are independent from / 

Mr. Szymezak. Independent of any influence on the part of any 
particular party in power in the administration; independent of any 
particular departments of Government; independent of the banks; 
independent of the insurance companies and other private financial 
groups, but not independent of Government as a whole, and not in- 
depe ndent of the people or the economy. 

The Cuarman. You are not independent from the President, from 
the executive branch ? 

Mr. Szymczak. Weare not! 

The CuarrmMan. Are you? 

Mr. Szymezax. Well, under the law we are not reporting to the 
President. We report to the Congress of the United States. 

The Cuatrman. That is right, but you are not independent of Con- 
gress. Youare the servant of C ongress. 

Mr. Szymezax. Oh, no, we are not independent of Congress. 

The Cuirman. How do you reconcile your statement with the Con- 
stitution of the United States, Article I1, Section ILI, which says that 
the President shall see that the laws are faithfully executed ? 

The Federal Reserve Act being a law, how do you say that you are 
independent from the E xecutive, who is charged with the constitu- 
tional duty of seeing that the laws, including the Federal Reserve Act, 
are faithfully executed ? 

Mr. Szymczax. Well, the President of the United States is many 
Departments of Government. It is not an individual, so therefore, you 
come tothe Treasury, quite naturally. 

The Treasury would have to tell us whether we are conforming or 
not conforming. We don’t construe the congressional action on the 
Federal Reserve System to mean that we have to take orders from the 
Secretary of the Treasury. 

The CHarrmMan. Well, I didn’t say “take orders.” But I am talking 
about the President of the United States. I would like to know how 
you reconcile your statement about independence with the constitu- 
tional duty of the President under Article II, Section IIT of the Con- 
stitution which requires him to see that the laws are faithfully 
executed. 

Now, does that include the Federal Reserve banks, too? 

Mr. Szymczax. I presume it would—— 

The CuarrmMan. Well, he is charged with the duty, then 

Mr. Szymezax. But the President cannot see that each and every 
Agency or Government does what the Congress has asked it to do. 
Therefore, he has people who are called secretaries and heads of in- 
dependent agencies that follow through for him. 

The CHarMan. Including Cabinet officers, of course. 

Mr. Szymezax. That is right. 
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The Cuatrman. I shall not pursue that any further. I think the 
Board has gone a little far with independence. I think you have left 
the impression with the country that we have four branches of Govern- 
ment in this country, the Legislative, Judiciary, the Executive, and 
the Federal Reserve System. You don’t want to leave that impres- 
sion, do you? 

Mr. Szymeozax. Not atall. 

The CuarrmMan. You are just subject to the laws under the jurisdic- 
tion of the President which the Constitution conferred upon him. 

Mr. Mutter. May I interrupt? 

The CuarrMan. Yes. 

Mr. Mutter. On that very subject, Governor, during your time of 
service as a member of the Board of Governors, has any President of 
the United States exercised or attempted to exercise any jurisdiction 
over the activities of the Federal Reserve Board ? 

Mr. Szymczax. No; we are constantly in touch with any President 
and his Cabinet, particularly the Secretary of the Treasury, and also 
the Comptroller of the Currency, and also the F. D. I. C., because of 
our various responsibilities. So therefore, we are constantly in touch 
with them and they with us, because we can’t operate in a vacuum, as 
indicated by the Chairman. We have to know what the other Agencies 
of Government are doing. 

Mr. Murer. You exchange information back and forth and try to 
cooperate as much as possible without letting any other agency dictate 
to you your course of action. 

Mr. Szymczax. Theessence of monetary policy, and Congress wisely 
decided this long ago, is that it cannot be subject to the whims of any 
particular individual, because if the whims of any individual, whether 
a private interest, banking, or somebody else, are to be respected, then 
you would be up here today and down there tomorrow, and then the 
third day you would be out the window. So Congress wisely said we 
have to have a continuing policy and know where to place the blame 
and the responsibility. 

Mr. Mutrer. How long have you been in service as a Member of 
the Board ? 

Mr. Szymczax. I hate to tell you; since June 1933. 

Mr. Mutter. I know, but I want the record to show. 

Thank you, Mr. Chairman. 

The Cuarrman. I would like to ask you about this. I think some- 
thing interferes with the small business concerns getting credit that is 
needed more than any other one thing. It is the fact that the banks 
locally are too much loaned up, a phrase that the bankers use, of 
course. 

I refer to this fact. Before the 1935 Act, we had 12 regional banks. 
It was not a central bank then. That is correct, isn’t it? 

Mr. Szymczax. That is correct. 

The Cuarrman. Each Federal Reserve bank acted upon its own and 
the only way that a local bank could get reserves was to present 
eligible paper, wasn’t it ? 

Mr. Szymozax. That is correct. 

The Cuarrman. And that eligible paper consisted of loans made to 
local businesses, or to businesses, usually 90-day paper, and to the 
farmers, usually 6-month paper. 

Mr. Szymczaxk. Six tonine. 
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The Cuarrman. And they had to have eligible paper in order to get 
reserves, which, of course, banks must have. That is their life blood. 

Mr. Szymczax. Well, when they advance paper and borrow—you 
are speaking now of the discount ? 

The Cuatrman. That is right. 

Mr. Szymczax. Then they discounted the paper upon which they 
loaned money and got other money to lend, so that was the basis of it. 

The Coarrman. That is right. 

Mr. SzymczaKx. Now, the bases of operation are deposits. 

The Cuarrman. I know, but I am talking now about before the 
1935 Act. 

Then the 1935 Act came on. That, for the first time, made a central 
bank in our country ? 

Mr. Szymczaxk. I don’t think so. 

The Cuarrman. You don’t call it a central bank ? 

Mr. SzymezaK. That is right. 

The Cuatrrman. Then I wish you would name me one important, 
necessary function that is performed by a regional bank that is not 
looked over and established by the Board of Governors. 

Mr. Szymczax. The one you have just mentioned, discounts and ad- 
vances. That is still done by the Federal Reserve banks, as it always 
was. 

The Cuatrman. Under supervision. 

Mr. Szymczax. It was under supervision before. 

The Cnatrman. I haven’t brought out the main thing of the 1935 
Act. That 1935 Act made one very important change. It made 
eligible paper unnecessary by making it possible for Government bonds 
to be used instead. 

Mr. SzymczaK. May I correct that, Mr. Chairman ? 

The Cnamman. Sure, please do. 

Mr. Szymcezax. The law wasn’t changed in the Banking Act of 1935 
so far as discounts and advances were concerned. It is the same law. 
The only difference is they don’t have as much eligible paper, and 
therefore they try to borrow on a note. That was there before, but 
they just put up short-term Government security as collateral. 

The Cratrman. Is it possible in 1933 the Emergency Act made Gov- 
ernment bonds eligible, but before that they were not eligible, were 
they ? 

Mr. Szymczax. They could have been put up as collateral, even be- 
fore that. 

The CHatrmMan. They were not eligible for discount ? 

Mr. SzymezaK. Oh, for discount; that is right. 

The CrratrmMan. Since that time, they have been. 

Mr. Szymezar. That is right. Corporations can do it today, but 
they don’t. 

The Cratrman. I’m not arguing about that, I’m just saying that 
since the 1935 Act, the banks no longer need to cater to local businesses 
and get their notes, because they need them. They can use Government 
bonds instead. 

Mr. Szymczaxk. In other words, they have more Government secu- 
rities than they need. 

The Cratrman. And therefore, they don’t have to cater to local 
businesses and farmers, like they used to? 

Mr. SzymczaK. That is right. 
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The CuamrMan. Well, isn’t it a fact that the local banks now, com- 
mercial banks, own about $60 billion in Government securities ? 

Mr. Szymczak. I don’t know what the figure is. 

The Cuarrman. That is the approximate figure, I am sure. 

Don’t you consider that an unhealthy situation, when banks with 
the power to create money 6 to 1 can use that power of creation to 
buy the Government’s own securities? In other words—now, I would 
have no objection to a reasonable amount, for them to have $60 billion 
worth, don’t you consider that an unhealthy situation ? 

Mr. Szymezax. Mr. Chairman, the law passed by Congress and re- 
flected in regulation A of the Board of Governors on Discounts and 
Advances does not permit banks to borrow for the purpose of lending. 
That is the essence of the regulation and of the law. They can only 
borrow at the Federal Reserve banks for the purpose of meeting a 
tempor rary emergency, and they usually pay it off soon, sometimes in 
1 day, 2 days, not t later than 15 days. 

When they continue to borrow, we call them in and talk tothem. In 
other words, they are not to borrow to lend, but they are to borrow 
to meet a temporary emergency in the bank. 

Mr. Cuarrman. We must get our definitions straight. I didn’t in- 
tend to refer to reserves. We are talking about a commercial bank, 
that can make loans equal to six times its reserves. 

Mr. Szymezaxk. No, it can’t, Mr. Chairman. The banking system as 
a whole can, but not a bank. 

The CuHamman. You are correct about that, but banks can make it. 

Mr. Szymezax. The banking system. 

The Cramman. It equalizes itself, because the deposits do that. 
But the banking system can make loans aggregating six times their 
reserves. Therefore, if they can buy Government bonds that pay 
214 percent, they can get the equivalent 15 percent on their money, 
can't they ? 

Mr. Szymezak. On what ? 

The Cuatmman. By expanding their deposits 6 to 1. Their loans 
6 tol. 

Mr. Szmczak. You mean the banking system asa whole ? 

The Cuarrman. That is right. 

Mr. Szymczak. As you know, Mr. Chairman, when I bought that 
bill from Congressman Sheehan, and he deposited that check in his 
bank, that bank has to freeze a portion of that deposit. Let’s say 20 
percent. : 

The Cuarrman. We know about that. That is reserves. 

Mr. Szymezak. Then that balance can be loaned and invested. But 
when you lend it, the fellow who borrows it and pays off bills in other 
banks, then the money starts circulating around. 

The Cuarrman. All that is appropriate. 

Mr. Szymczak. But not an individual bank. 

The CuarrMan. That is around Robinhood’s barn. 

Mr. Szymczax. That is right, the banking system. 

The Cuamman. The truth is, the banks, the banking system, makes 
loans and investments equal to six times their reserves. 

Mr. Szymcozax. That is right. 

The Cuarrman. And that means they can get the equivalent on 
21% percent bonds of 15 percent on what they actually have as reserves. 
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Mr. Szymozak. I don’t know what the return is. 

The Cuatrman. Well, it is 214 percent on bonds. Therefore, the 
banks don’t have the inducement now to deal with small-business 
fellows and to go to all the trouble of running the risk, and the 
annoyance which it is, when they can buy Gover nment sec urities, $60 
billion worth, and have a fine return equal to more than, say $114 
or $2 billion a year, without any worry. 

Don’t you think that enters into this small business financing 
Don’t you think that makes an inducement for banks to deal in Gov- 
ernment bonds and become bond brokers rather than dealing with 
small businessmen ? 

Mr. Szymezax. There was a period of time when banks did not 
have applications for loans. They had Government securities. And, 
we the Government, were selling the Government securities and were 
happy to have them buy them. They bought too many. But they had 
nothing else to buy, so that was very helpful, during the war, be- 
fore the war, and immediately after the war. 

So now, of course, a bank cannot sts Ly in business unless it had de- 
posits. It lends on its deposits. Now, therefore, whether the deposits 
come from a reserve that it obtains by selling a security, discounting 
a security at the FED, by a change in reserve requirements, which 
are still its own deposits, we just changed the amount that is frozen— 
or by a purchase of Government securities from somebody—whatever 
the source, it creates deposits. We call it reserves, because it is a part 
of the deposits that is not loaned or invested. A part of it is required 
reserve; another part is a free reserve, or excess reserve which can be 
loaned and invested. 

Now, it is quite true that a bank must do business with its depositors 
in order to stay in the banking business. If it doesn’t do that, if 
it takes all Government securities, sooner or later, that bank would 
be owned by the Government. 

It is just a question of time. That bank is part of the community 
and must continue to be a part of the community, No. 1, to get deposits ; 
No. 2, to make loans; and No. 3, to continue to serve its community’s 
economy. 

But things do happen, Mr. Chairman, as you know, depending 
upon—— 

The CHarrman. I would like to yield to Mr. Multer. 

Mr. Motrer. What you say about the bank serving its community 
I think is very true of the smaller bank, but it is not true of the big 
bank. Am I not right? 

Mr. SzymczaKk. Well, the community of a big bank becomes bigger. 

Mr. Moutrer. It is not true of the big bank so far as its so-called 
wholesale business is concerned. 

Mr. SzymczaK. The big bank has two kinds of deposits, one from 
business and industry and so forth, and the other from correspondent 
banks. So that therefore, it quite naturally expands its activity, not 
only in its own area, but way beyond its own area, and through its 
correspondents in other parts of the country. 

Mr. Mutter. It also makes loans outside the country ? 

Mr. Szymczak. Oh, yes, definitely. 

Mr. Mutter. I think I have the date right, I think it was prior to 
1935, that the bank bought Government bonds when they dropped 
under par. When the bank issued its statements, it would have to 
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indicate as part of its assets the depreciated value of the Government 
bond as it was selling in the market at that time, not what it cost, nor 


at : 

ins I not right? 

Mr. Szymczax. There was a period of time when that was the case. 
Then there was another period, I forget the year, when we said to 
the banks, “No matter what the price of the security, you show it at 
par, or at ‘the price you paid for it.” 

Then there was another period of time when we pegged the Gov- 
ernment securities, and continued to peg them. 

Mr. Motrer. Because of the serious situation that we ran into in 
depression days, most of the banks would have been closed up be- 
cause they were insolvent if we didn’t give them the right to carry 
these bonds at their fictitious market value—not fictitious, but their 
par value, rather than at true market value. 

Mr. Szymczax. That was part of it, perhaps, but the essence of 
it was because we wanted them to buy bonds. We just wanted a 
market and we said, “If you hold them and they go down, just show 
them at par, or at the price you paid for them.” 

There was a period of time when we were seeking all markets, and 
we, the Federal Reserve, thought the Treasury should have issued 
securities that would not be taken by banks, because that was increas- 
ing deposits. expanding the whole economy, during a period of time 
when we didn’t want too much money. But the kind of securities 
issued were taken by the banks. They had no place else to go. 

Mr. Motrer. All through the days when the Federal Reserve 
Board was pegging the market so that Government bonds were sell- 
ing at par and not below par, I was urging the enactment of a law 
that Government bonds should always be sold at par. should not 
fluctuate, on the theory that it was as good as a United States dollar. 
If we run out of assets with which to redeem our currency, we'll run 
out of assets to redeem our bonds, and vice versa. 

Mr. SzymczaxK. You would like to have a law that states that Gov- 
ernment securities should always be at par? 

Mr. Motrer. Yes. 

Mr. Szymezaxr. That would create a problem for you and for all 
of Congress, because the moment you do that, you keep on issuing 
Government securities, because they are always at par, then everybody 
would be loaded with Government securities. 

The banking business ceased to be a banking business, a risk business, 
when we were pegging the Government security market. 

So long as we were doing that, corporate securities also were related 
to the rate we had fixed because of our peg. It was three-eighths of 
1 percent on Treasury bills 214 percent on long-term bonds. 

Therefore, the banker would just look at his portfolio, that is all. 
He wouldn’t have to go out and make loans. 

Mr. Morrer. That overlooks the fact that we issue these Govern- 
ment bonds not for the sole benefit of the banking fraternity, but for 
the need of the Government, and for the benefit of the entire com- 
munity. If these bonds were always sold at par, I think you would 
sell more of the bonds, more in the hands of the public, and not the 
banks. 
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Mr. Szymczax. That is the reason you have a savings bond that 
doesn’t have a market. It doesn’t change, doesn’t fluctuate. It is 
always the same price. 

Mr. Motrer. That would get out of my argument, because the pub- 
lic is redeeming their savings bonds faster than we are selling them. 

Mr. Szymozax. And they would be doing the same thing with a 
pegged market bond. 

Mr. Mutter. If the market shouldn’t be pegged, then so far as 
Government bonds are concerned, why continue this provision permit- 
ting these banks to carry them at par on their books? 

Mr. Szymczax. It is purely arbitrary. We don’t need to. 

Mr. Motrer. Would you approve a bill repealing that provision ? 

Mr. Szymczak. It is not a law, but purely a Board interpretation of 
a regulation. 

Mr. Mutter. Why shouldn’t the Board repeal that regulation ? 

Mr. Szymczax. It may be a good thing to take another look at it. 

Mr. Muuter. Have they considered it? 

Mr. Szymczax. Not recently. But now prices are going up; it is 
just the reverse. The yields are going down. 

Mr. Mutter. Is it a provision of law or a regulation of the Board by 
which banks may take their Government securities to Federal Reserve 
banks and borrow at 100 cents on the dollar? 

Mr. Szymczax. It is below that. They just borrow money and sign 
a note and pay a rate of interest, now 214 percent discount rate, and 
put up collateral. They could put up any collateral that the Federal 
Reserve bank would accept, but they use short-term Government secur- 
ities as collateral. 

Mr. Moutrer. Isn’t there a provision, either of law or regulation of 
your Board, which permits the banks to discount or borrow against 
Government securities at 100 cents on the dollar? 

Mr. Szymczax. No. 

The CHatrman. Listen, gentlemen, wait just a minute. I think 
there is a misunderstanding there, Mr. Multer and Governor. I don’t 
think you understand each other. 

You know, whenever a bank needs reserve funds right now, it can 
take a United States Government security and attach it to its note and 
get the money, can’t it? 

Mr. Szymezaxk. That is right. 

Mr. Motrer. It gets par. 

Mr. Szymezax. Not necessarily par. It gets collateral and bor- 
rows—— 

Mr. Mutter. Let’s assume the bank needs $1 million, and takes $1 
million of Government securities to the Federal Reserve bank in the 
district in which it is located. Doesn’t it get a $1 million? 

Mr. Szymcezax. Not so far as I know. If they are doing it in any 
bank that you know about, I wish you would let me know. 

Mr. Mourrer. Up to what extent would they borrow ? 

Mr. Szymczax. I don’t know. 

Mr. Kocn. In the case of bills, there is no margin. 

Mr. Mvtrer. If I am a banker, I take a million dollars worth of 
Treasury bills and my note to a Federal Reserve bank, and I'll get a 
million dollars. 
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Mr. Kocn. I believe that is right. 

The CuarrmMan. Unquestionably. 

Mr. McCutiocn. Could I, as an individual, take Treasury bills to 
any commercial bank and get 100 percent—a 100-percent loan on that 
collateral ? 

Mr. Kocn. That would be up to the individual bank. 

Mr. Mutter. No, it wouldn’t be. The bank examiners would be 
down their back the minute they found out about it. 

Mr. McCutzocn. What is that ? 

Mr. Mutrer. There isn’t a private bank in the country that will 
withstand the examiners’ pressures, whether a State bank or a na- 
tional bank. Either the Comptroller or the State supervisory au- 
thority will be in there, and say you cannot do it. 

Mr. McCutiocu. Even though that was a 90-day Treasury note or 
Treasury bill ? 

Mr. Mcurer. Yes. 

Mr. McCutsocn. You mean the national-bank examiners will find 
fault with a national commercial bank loaning 100 percent on a 90-day 
bill? 

Mr. Murer. That is precisely the reason I bring up the question. 
If you or I, as a good customer of the best bank in the country, bring 
in those Treasury bills that we own and ask for a loan of 100 cents 
on the dollar, we won’t get it. After we have made the loan and 
gotten 90 cents on the dollar in Treasury bills, the bank can turn 
around and get 100 cents on the dollar. 

Mr. McCutiocn. Even though the Federal Government is bound 
to redeem that bill on or before 90 days from the time I make applica- 
tion for it ? 

Mr. Mutrer. Yes. 

What is even worse than that, the day I, individually, bring my 
Treasury bills in to my private bank, they are selling at 98; I get 
88 as maximum on my loan. But the bank can take that same bill, 
selling that day at 98, which they took from me at a discount, and turn 
around and go to the Federal Reserve Board and get 100 cents on the 
dollar. 

Mr. Szymezax. Mr, Chairman, first, a bill is the closest thing to 
money, because it has not more than 90 daysto run. That is the reason 
why we operate in bills at the present time. 

No. 2, when they borrow at the “Fed,” they borrow for 1 day to 15 
days. There isn’t much fluctuation in the market during that time. 

No. 3, when you borrow at a commercial bank, you no doubt would 
borrow for 90 days or longer. Therefore, the commercial bank would 
say, because of the possibility of fluctuation, we would like to have you 
put up a little more collateral. That again relates to the bank itself. 

Mr. Sueenan. Would the gentleman yield there ? 

Mr. Mvurer. Sure. 

Mr. Sueenan. It would seem to me anybody who is buying 90-day 
paper, it seems to me he would be foolish to go to the bank and only 
allow it to be $88, because he is giving $10 away. He would be show- 
ing the height of folly, because all he would have to do, any day in 
the week, would be to cash in the bill and get $10 more. 

Mr. Mc rer. I think you misunderstand me. I don’t say he takes 
them and sells them for $88. He put them up as collateral. He bor- 
rows $88. He is not losing anything. 





PROBLEMS OF SMALL-BUSINESS FINANCING 435 


He can borrow $98 and he can borrow $88; then he only has $10 of 
his own money in there for 90 days, then he redeems at 100, and pays 
at $88. 

Mr. Surenan. But he is going to pay the bank more interest from 
what he is borrowing than what he is going to get from the Govern- 
ment, naturally. He can lose money on the deal both w ays. 

Mr. Muurer. He may lose money on the interest. But if he is able 
to buy them at discount, the capital gains he will make buying them 
at $98 and waiting for them to mature, the difference in those 2 
points, that he is going to make at the 2 points, is $2 for every 
hundred he makes in the 90 days, as against the interest he has paid, 
on the per annum. These bills that carry 114 percent; he might pay 
114 percent. For 90 days, it would be one-fourth of that. 

Mr. Surenan. There is no possibility he can make capital gains, 
because he has to hold it for 6 months and it is all 90-day paper. 

Mr. Mutrer. You are right. No capital gains, but he does make 
a $2 profit as against the £98 from 100. That is $2 clear, as against 
paying 114 percent or even 2 percent interest for 3 months. Which is 
one-fourth of that. 

In other words, it will cost him one-half point in interest against 
the 2 points that he makes by holding them until they are mature. 

Mr. Szymczax. Wouldn’t he norm: iliy, Mr. Sheehan and Mr. Multer 
and the Chairman, look at the price he paid and that at which he can 
sell them, and then decide whether it is cheaper for him to sell them 
or to borrow ? 

Mr. Murer. Of course, but is there anything wrong with my figures, 
that a man can borrow $198, and borrow $188 against it. If he pays 2 
percent interest, he is going to pay a half dollar per hundred as interest 
to carry. It won’t even be half a dollar, because he is only going to 
pay interest on $88, and he has his own $10 and then he is going to 
make $2 profit on every hundred. 

That is correct, is it not ¢ 

Mr. Szymezak. That is right. 

Mr. Mutrer. One more thing, if I may continue, Mr. Chairman. 

The CrarrmMan. You may continue. 

Mr. Munrer. Have you had the opportunity to examine any bills 
introduced by various members of the committee for investment capi- 
tal ? 

Mr. Szymczax. Yes. 

Mr. Mutter. Do you think the principle of those bills is sound ? 

Mr. Szymezax. Yes, I think any small-business bill that would 
provide for stimulation of longer-term credit and equity capital and 
then turn it over to the pr ivate sector of the market would be good in 
essence. To get experience, also to produce some new way of financing 
long-termwise and equity wise. 

Mr. Murrer. I was very much disturbed the other day to pick up 
the newspapers and I am using the plural deliberately, because it was 
several newspapers, and read that the Federal Reserve Board had is- 
sued a report in which they said the Small Business Administration 
was a useless appendage of the Government. I am not quoting exact- 
ly, but in substance, it said it was not doing a good job in small 
business. 

Then T picked up the report referred to and found it was not a report 
by the Federal Reserve at all. It was rather in the nature of a staff 
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study. The Board had been careful to insert the statement that this 
did not reflect the opinions of the Board. 

Did you see the newspaper items ? 

Mr. Szymczax. No, but I heard about it. 

Mr. Murrer. Does the Board intend to take any position with 
reference to that ? 

Mr. Szymozax. Yes. As I said a moment ago before you came in, 
the chairman will appear before the Senate Banking and Currency 
Committee’s Subcommittee on Small Business. 

Mr. Moutrer. Would it be jumping the gun to ask you to indicate to 
us whether or not the Federal Reserve Board does take a position 
somewhat similar to that noted in the staff position, that the Small 
Business Administration is not doing a good job ? 

Mr. Szymcezax. What the Chairman will say in essence—this is 
Wednesday, and he appears on Monday, April 21, so the statement 
is in process—he refers to the study and what comes "out of those parts 
of the study thus far completed, and then he will come to a conclusion 
as to the kind of institution that may be helpful in the long-term 
credit side and capital side. 

Mr. Kocn. Mr. Chairman and Congressman Multer, may I make a 
statement with regard to your question about the study ? 

Mr. Mutter. Yes. 

Mr. Kocnr. The newspaper report to which you refer, as far as I 
know, occurred only in one New York financial newspaper. 

I would make two points. 

One, you are absolutely right in saying that it was not a Board 
report in any sense of the w ord, but a report of 23 individual authors. 

Secondly, I went through the so-called report very carefully, and I 
could find nothing in it by any of the 23 authors which made such a 
statement about the Small Business Administration. 

Mr. Motrer. I’m sorry that I didn’t bring the quote with me, and 
I don’t have the volume with me, it is over there on my desk in my 
office. 

Mr. Hitz. May I interrupt here ? 

The Crarrman. Mr. Hill. 

Mr. Hux. I read that article over well, and it didn’t say the Small 
Business Administration at all. It just said small business. They 
were careful to leave out the word “administration,” which meant 
nothing when you read it enough to try to drive at the meaning. It 
didn’t mean at all what it said in the headline. Whoever wrote the 
headline didn’t know what he was talking about, because it said “ad- 
ministration” and when you read below, it left out “administration.” 

Mr. Motrer. I hope you are right, Mr. Hill. 

Mr. Huw. IknowlIamright. We have it over on the desk. 

Mr. Mourter. One other subject I would like to touch on briefly. 
That is the matter of Government deposits in various private banks. 
The amount runs from $3 to $6 billion a day, it averages out, on which 
no interest is paid. 

Ts there a requirement that those banks that hold Government 
deposits must carry a certain amount of Government bonds and 
reserves for those Government deposits ? 

Mr. Szymezax. I understand there is. 

Mr. Mutter. Is it a requirement that the amount be approximately 
equivalent to the amount of deposit ? 
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Mr. SzymczaK. That I wouldn’t know. I presume it has to be to 
cover the deposit. 

Mr. Mutter. That seems to me also a rather strange thing. The 
Government carries these deposits with these banks, but requires 
them, in effect, to buy with those Government deposits, Government 
bonds on which they collect the interest—the private banks—and pa 
nothing to the Government. They are, in effect, time deposits, al. 
though they are actually demand deposits. 

Is there any reason why the private banks shouldn’t treat those 
deposits as time deposits ? 

Mr. Szymozax. Before the Federal Reserve came into existence, 
the Treasury was the monetary authority and performed its monetary 
authority by leaving deposits in the banks and taking them out at a 
time when it would not disturb the deposit structure “of the banking 
system. 

In other words, the Secretary of the Treasury performed a func- 
tion by the use of these deposits. 

Mr. McCuttocn. Governor, isn’t it a fact, though, that these de- 
posits of Federal money in commercial banks afe™in active accounts 
and may be withdrawn from day to day, and are withdrawn from day 
to day asa general rule? 

Mr. SzymczaKk. Well, there are three classes of banks, and these 
deposits are obtained not only through the sale of Government secur- 
ities, but also through the collection of taxes. That is called a tax and 
loan account. 

There are three different classes of banks and the Treasury gives 
notice to the different classes when it is going to withdraw the funds 
It also tells us in advance, so we know what the money market will be 
as a result of its withdrawal of its deposits, because when the Treasury 

takes money out, so much in the way of deposits have been taken out 
of the banking system. 

True, the Government deposits the money in the Federal Reserve 
Bank, and the money when paid out goes back to the System. So, to 
the extent it is a demand deposit, they can’t pay interest on demand 
deposits. That is congressional action. 

To the effect that you think they have had a period of time to do 
something with that money, it may be considered a time deposit. But 
it is very ‘difficult for anybody today to tell us what deposits in a bank 
are really time deposits and what are really demand deposits. They 
are so close to each other that it is very difficult. 

For example, when the rate of interest on time deposits and savings 
deposits went up, the maximum rate of interest, and we set it at 3 
percent, you would be surprised how the time deposits increased, 
came out of demand deposits, and went into time deposits. 

Just the other day, talking to a banker from New Hampshire, he 
said, “We increased our rate to 3 percent on April 15 because of the 
savings and loans paying a higher rate of return, and so forth, and 
the savings banks—we had to increase it to 3 percent.” 

He picked a bad time to increase it to 3 percent, but that is the 
maximum. You can go up to 3 percent, but not higher than 3 percent. 

Mr. Mutrer. So far as the Government needs banking facilities for 
the clearing of Treasury checks and the paying of its bills and the 
like, there is no reason why it can’t use Federal Reserve banks for that 
purpose, is there ? 
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Mr. Szymczax. And it does. 

Mr. Motrer. In fact, the only reason it carries any money in the 
private banks—— 

Mr. Szymozaxk. Is monetary. 

Mr. Mutter. Isto aid in the monetary supply 

Mr. Szymezax. That is right. 

Mr. McCuttocn. Might 1 interrupt there ? 

Mr. Mutter. Certainly. 

Mr. McCuttocu. Isn’t it a fact, though, Governor, that particularly 
in the smaller towns, the national banks become the collection agencies 
for the Federal Government 4 

Mr. Szymczak. That is right. 

Mr. McCuttocn. For instance, in the small national banks in the 
area from which I come, a district in which the largest town is 50,000 
people, the bank is used as a collection agency for social security taxes, 
withholding taxes, and so on, and there are many employers who 
would, with great reluctance, if at all, send money to the Federal 
Reserve bank in Cleveland or Pittsburgh or Chicago, if you will. 

Isn’t that a fact ? 

Mr. Szymczak. That is right. 

Mr. Mutrer. Let’s explore that for a minute, Mr. McCulloch, be- 
cause Iam sure you don’t want it to stand on the record that way. 

I am sure that every employer in your district, as in mine, pays his 
social security taxes, his unemployment insurance taxes, and income 
taxes and every other tax that he must pay, to the Federal Govern- 
ment by check. 

Mr. McCutxocn. That is true. 

Mr. Mutter. None of them pay by cash. You have no record. It 
doesn’t matter if the check is drawn on that bank in their own com- 
munity to the United States tax collector and sent to the Federal 
Reserve bank and collected, or goes to their own local bank where 
they have an account, and instead of going to the Federal Reserve 
bank, and the Federal Government receiving the check, all that the 
local bank does is transfer it from the account of the merchant to 
the account of the United States Treasury. 

Mr. McCutxocn. I am sure you haven’t had much experience in 
small towns, or with small town banks, Mr. Multer, and I am willing 
to let the record stand as I made it, because there are many small town 
employers who go into the bank every day, and it is much easier for 
them to drop off a check to cover the collections that they have made 
for the Federal Government at their local bank than it is to send a 
letter of transmittal and all the documents, either to Pittsburgh or 
Cleveland or Chicago, in my area. 

Maybe in New York or in Brooklyn, where you seldom go to the 
bank in person, your theory is correct. I don’t know that it is correct 
in the small towns, small towns in the Midwest. 

Mr. Szymczax. From the standpoint of all central banks m every 
country, they have that same problem in every country. To what ex- 
tent do they allow the deposits to remain in the banking system, and 
when do they take them out, and what do they have to do to offset it. 

You create a problem, as was evidenced in our own country before 
the Federal Reserve System when the Government would leave the 
money in the bank in order not to have too much disturbance in the 
money market. 
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If all that money went to the Federal Reserve banks, we would 
have to do something quickly to offset it. We would have to operate 
to keep stability. 

There are two areas of great importance to the country. One is the 
money market per se, and the other is the capital market. 

Mr. McCutocn. Further more, doesn’t this money in local com- 
mercial banks go to make up your total deposit upon which ultimate 
loans to small and lar ge business are made ? 

Mr. Szymczax. That is right. In other words, deposit is the basis 
upon which credit is extended. 

Mr. Mutrer. Are you suggesting, Bill, that it is good business to 
allow the United States Government tax and loan “account money, 
which means proceed: of sale of bonds, to remain in the local bank 
for the local bank to lend out as United States Government money ? 

Mr. McCutxocn. As part of the general turnover in the country, 
it has been happening in America. 

Mr. Muvrer. It may have been happening, but I think it is about 
time we did something about it. If the Government is going to lend 
its money to small busi siness, it ought to lend it, and get the return, 
rather than let the money lay free in the private bank, 

Mr. McCutiocn. It is secured by applications in the Federal Gov- 
ernment. 

Mr. Muurer. On which they are collecting interest. The same Gov- 
ernment money, put up on bonds on which they are drawing interest 
from the United States Government, and they take the proceeds of 
that money and lend it out to merchants and collect interest from the 
merchants and collect interest from the United States Government on 
the same money that belongs to the United States Government ? 

Mr. McCuniocn. Yes. 

Mr. Muurer. I think it is bad business. 

Mr. Szymczax. Even the deposit is currency of the United States. 

Mr. McCutziocn. I couldn't understand the last statement, Mr. 
Szymezak. 

Mr. Szymezax. Bonds are not the only means by which you create 
funds or Government securities. The ‘currency itself is issued by 
Federal Reserve, or Treasury, so all currency is Government currency. 
Technically, therefore, that is the purpose of our operation, to keep 
stability in the money sector in relation to goods and services. 

Mr. Muurer. With reference to the reserve requirements of banks, 
to keep with Federal Reserve banks, are they deposits with Federal 
Reserve banks by the private banks, or are they deposits—I mean, are 
they deposits of money or Government securities, or other securities? 

Mr. Szymczax. When the bank has excess currency, if it is a mem- 
ber bank, it sends it directly to the Federal Reserve bank of its district, 
or to the branch, and keeps only a certain amount, called vault cash, 
that it needs for operations. 

Now, it may have more than it is required to have in a Federal 
Reserve bank. In that case, it is an excess reserve position. But since 
it’s checks clear there you have the same kind of bookkeeping transac- 
tion at the Federal Reserve bank as you and I have when we make 
out a check on a bank. 

Mr. Muurer. Does the Federal Reserve bank put those reserves into 
any Government bonds? 
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Mr. Szymczax. Technically, no. That was already brought out by 
Chairman Patman. 

The CHarrman. Mr. Szymezak, Mr. Evins has not had an op- 
portunity to ask any questions. 

Mr. Evins. My apologies for not hearing all your testimony, Mr. 
Szymezak. 

You do recognize, do you not, the need for long-term capital loans 
for small business ? 

Mr. Szymczaxk. I do. 

Mr. Evins. You have testified since I have been here that you have 
considered the bills that this committee has introduced ? 

Mr. Szymozax. That is right. 

Mr. Evins. Does the Federal Reserve Board have any program or 
plan for implementing such a system of long-term capital loans for 
small business ? 

Mr. Szymczak. In other words, has the Federal Reserve taken a 
position? It has not yet, but it will. 

Mr. Evins. You have not taken a position on the bills? 

Mr. Szymcozax. No. 

Mr. Evins. I am asking you now, do you have any proposals or plans 
to submit of your own ? 

Mr. SzymczaK. Well, the Chairman will amplify that when he dis- 
cusses this study on Monday, April 21, before the Small Business Sub- 
committee of the Senate Banking and Currency Committee. 

Mr. Evins. But you have not implemented any plans or programs 
like Fanny May to make long-term capital loans, and do you plan 
to do so if this legislation is not enacted into law? 

Mr. Szymczak. We can’t under the law. All we can make is a 
section 13 (b) 5-year loan for working capital purposes. That is 
all we can do at the present time. But we have recommended that 
section 13 (b) be abolished; that is all in the pending Financial Insti- 
tutions Act. 

Now, we have made this study that we spoke of sometime ago. Two 

arts of the study are completed. The third one will be completed 
in 6 months or a year. 

Mr. Kocu. At least a year. 

Mr. Szymczak. Therefore, the basis of that study so far completed 
will be the basis of the chairman’s testimony on Monday. 

Mr. Evins. The chairman testified before this committee last fall, 
and your testimony today is in support of the chairman’s testimony 
of the recognized need that this system will operate successfully to— 

Mr. Szymczax. Will the chairman testify to that? 

Mr. Evins. He has testified that it could be done, and you support 
his testimony, that this legislation will serve the end to which it has 
been directed ? 

Mr. Szymczax. You have a lot of legislation proposed. Which 
piece of legislation are you speaking of ? 

Mr. Evins. I am talking about the chairman’s bill. 

Mr. Szymozak. I don’t think the Federal Reserve should be in the 
picture at all. I think it should turn over whatever it has to the 
Treasury. Then Congress should appropriate the funds for the pur- 
pose of using those funds to really get these financial institutions— 
call them investment institutions, or whatever—started, and then 
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eventually have the Government pull out and have it on a private 
basis. 

Mr. Evins. The committee recognizes the need because of interest 
in bills introduced. We are trying to find testimony which supports 
that position. 

As I gather, both you and the chairman support the principles be- 
hind this legislation. 

Mr. Szymezax. General legislation. 

The Cuatrman. I want to ask you a couple of questions, then we'll 
go to Mr. Brown. 

Do you believe that this law that makes it unlawful for commercial 
banks to pay interest on demand deposits should be repealed or 
changed in any way ¢ 

Mr. Szymczak. Well, Congress had gone into that very thoroughly 
in the early days of my being on the Board, and finally abolished in- 
terest on demand deposits on the basis of competition for demand de- 
posits, because not only was the interest changed from time to time 
according to the bank wanting deposits, but Congress felt that kind 
of competition would make for unsound banking. To make up the 
interest, they would have to take terrible chances. 

The Cuarrman. Aside from the fact that there were other consider- 
ations, you didn’t have the FDIC at that time. That was one? 

Mr. Szymozak. That is right. 

The Cuatrman. And otherwise when you created the Federal De- 
posit Insurance Corporation the banks were going to have to pay a fee 
to guarantee these deposits, and therefore, they said maybe they 
shouldn’t pay interest on demand deposits so as to make up for a part 
of their loss on the fee. 

That was considered, too, wasn’t it ? 

Mr. Szymczak. That is right. 

The Cuatrman. If someone were to ask you the question, since the 
Government is the creator of all of our money, how do you justify the 
Seon Ts paying interest on its own money, what would be your 
reply ? 

Mr. Szymczax. Government paying interest on its own money ? 

The CuarrmMan. That it creates, yes. 

Mr. Szymczak. It is not paying interest on its own money. 

The CuarrMan. Well, the Government issues all money, doesn’t it ? 

Mr. Szymczax. That is right. 

The Cuairman. And the Government pays interest. What would 
be your reply to that ? 

Mr. Szymczax. You mean through the debt on its Government se- 
curities it pays interest ? 

The Cuatrman. Yes. 

Mr. Szymezak. I think that is a big, broad consideration that only 
the Congress can act on as to what Congress feels should be the proper 
judgment. 

The Cuatrman. I think that is a good answer. 

Mr. Brown? 

Mr. Brown. I would like to get back for just a minute, if I could, 
to Congressman Sheehan’s question. 

All business has been plagued with rising costs and problems of 
that kind, and sometimes I think that everybody in America is becom- 
ing an authority on inflation, all of a sudden. Do you? 

25312—58—pt. 2-3 
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Mr. Szymczax. That is right. 

Mr. Brown. I sometimes get the impression, too, that even the econ- 
omists know about as much about the economy as we know about outer 
space at this point. 

Mr. Szymczax. That is right. 

Mr. Brown. Now, to try to figure out what we learned in this re- 
cent strain on the monetary situation, and certainly it has been put to 
the biggest strain and test, has it not, since the creation of the Federal 
Reserve System ? 

Mr. Szymcozak. That is true 

Mr. Brown. You mentioned the devices that you have. Of course, 
they are historical devices, and need not be repeated here. But just 
in my own country-boy thinking, I feel that there are probably two 
factors that determine whether a man will expand credit or not in his 
own personal situation, and one of those is the rate of interest and the 
other is the period of payback on the credit. Is that sound so far? 

Mr. Szymczak. That is right. 

Mr. Brown. Did you not have a device earlier in this fight against 
inflation, as we termed it. in addition to those three you mentioned 

when you had regulation W ? 

Mr. SzymczaKk. That is correct. 

Mr. Brown. Regulation W, by attacking the period of payback, 
was a factor in controlling consumer credit, is that true ? 

Mr. Szymczax. Yes. 

Mr. Brown. I know that hypothetical instances are dangerous to 
get real sound conclusions on, but let me just give you this example. 

Do vou feel that an individual would be deterred more from asking 
for a loan—if the interest rate were a half percent higher, or if the 
term of payback was 6 months or a year shorter? Do you think 
the term of payback would deter him from making that ? 

Mr. Szymczax. That depends on the institution, to a large extent. 
It isa relative matter. It has to be relative, because you have to judge 
whether that institution needs that money for a longer period of time, 
and also whether or not it can get a sufficient return on that money so 
the interest rate is not a factor. 

Therefore, it depends upon how much money that institution can 
make on the money it borrows for which it has to pay a rate of in- 
terest. It depends likewise on how its business m: Ly or may not ex- 
pand during that period of time, so that it can have enough earnings 
to nay off the loan within that period of time. 

Now, the individual, for example—if I wanted to buy a television 
set—mine is out of order—I would have to worry about paying the 
down payment, if there was a regulation W, and the months to pay 
that balance, and whether I am going to have a job to pay the balance 
through those months. The rate of interest may be a factor, but it is 
surprising how few people who buy television sets on time think of the 
rate of interest. 

Mr. Brown. That is exactly my point, and I wonder if you would 
agree that when regulation W was repealed—now, this happened in 
my section, Governor. These people sold some automobiles and some 
appliances, probably from an artificial stimulant—they were not 
really bona fide hard deals in line with the natural growth of the 
economy, but stimulated sales. Do you think they were artificially 
stimulated ? 
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Mr. Szymczax. Oh, a great many. There was a time when the 
months to pay back were 36. During that period of time, you would 
hear on the television or radio, “Come in with your old hat and we'll 
sell you an automobile. You don’t have to pay anything down, and 
take 36 months to pay.” 

People, being human, would think, “Now, here is a chance for me to 
get this automobile that I have been wanting for some time.” They 
don’t think of the money they are going to have to pay back. They 
only think of that automobile, and that they have a long time to pay. 

Even today—for a long time, 36 months was just the vogue. Now 
today, just when we want to see more consumer installment credit 
going out to increase the buying power, they are starting to restrict 
because of the risks involved. That is the problem of installment 
consumer credit. It helps on the up side, because the purpose is to 
sell. It went down in 1956 and went down much further in 1957. 

But today, institutions that hold that kind of paper say, “Be just 
a little more conservative on this kind of paper.” This is the time we 
would like to have them not be too conservative. 

So, it goes up too fast and comes down too fast and accelerates the 
downturn. Why? Because I may not only not have a job during 
this period of time, but I have this debt hanging over my head, so L 
am out of the market for a longer period of time, and I am not helping 
the economy. 

Mr. Brown. So those artificially stimulated sales, did they not 
stimulate some expansion in new plants and equipment that we got 
in 1955 and 1956? 

Mr. SzymozaK. Oh, based on the demand for goods, sure. 

Mr. Brown. In retrospect, do you think because we'll probably run 
into these situations in the future, just as we have run into them in 
this instance, do you think that possibly regulation W should have 
been amended instead of repealed ¢ 

Mr. Szymezax. As I look back upon it, I think it would be helpful 
to have a standby power to use regulation W. The essence of the 
difficulty of the power we had was that it was 2 years or 1 year. 
The fellow who couldn’t sell his automobiles blamed regulation W. 
So quite naturally, you got letters, everybody got letters, saying the 
poor man can’t borrow, but the rich man can. 

So all these letters came to this body saying that regulation W was 
bad, having in mind the 2-year period. Now if you use regulation W 
in consumer installment credit field as a supplement to the general 
credit instruments, that would help. 

Mr. Brown. But to point out what you said, you feel that in retro- 
spect, probably the standby authority for something similar to reg- 
ulation W would be helpful. 

Another thing that disturbs me, and I'll make this brief, is that 
at times it seems to me we are completely inconsistent in our credit 
policies in this country. 

For example, do you think that a home loan, with no down payment 
or, say, a $500 down payment and 30 years to pay at 6 percent interest, 
is more inflationary or less inflationary than a normal 10 percent 
down payment and a 20-year period of repayment at, say 5 percent? 

Mr. Szymczax. Of course, it is more inflationary. But I also want 
to point out the fact that one of the greatest difficulties in life is that 
we overburden ourselves, in our personal lives and in our credit lives. 
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Therefore, when we stick our necks out to buy a home with no down- 
payment, not figuring what we may be able to do to hold that home, we 

ave gone too far personally, and we may be adding a boom to the 
economy at a time when the thing will push prices way out, so the 
money we have is worth half what it originally had in value. That 
is because of the price structure. 

Mr. Brown. Right now, for instance, is not the Government policy, 
and I’m not criticizing it, the most lenient and possibly inflationary 
home building policy that we have ever had in this country? 

Mr. Szymcozak. Putting it differently, my answer Coad. be quite 
different from the first. 

That is, this is the time we would like to see them build. We would 
like to see residential construction on the upside. We would like 
to have somebody buy the cars, the automobiles that are in the dealers’ 
windows so that you can make room for the 1959 model, but then have 
some way of regulating that because if this economy pushes up with 
the cost of living where it is at the present time, our problem may be 
not a recession but our problem may be inflation. That is, what do 
you buy with what you have? 

Mr. Brown. All right. 

Now, on that point here the Federal Reserve policies obviously are, 
as you stated to encourage this expansion of credit right now. Do you 
think that could possibly lead to more inflation problems, then, say 
$1.03 or $1.04 billion red figure on the Government budget, for in- 
stance? 

Mr. Szymczak. I think you have a red figure right now on the Gov- 
ernment budget. But I think it would be helpful to do anything at 
the present time that would stimulate residential construction, that 
would stimulate the sale of automobiles, and what would make way 
for the new 1959 model automobiles, so that we can have steel going 
back and use up some of the capacity which is idle at the present time. 
All things allied to steel are affected by that, as well as the residential. 

Mr. Brown. I share that view. 

Mr. Szymczax. But we may have the problem of inflation, but then 
we have to meet it if and as it comes. 

Mr. Brown. But is it not a calculated risk that we have to run? 

Mr. Szymczax. Yes, we always take that. In a competitive, dy- 
namic, free economy, such as ours, we always have it. It is part of our 
system. 
ae Brown. By the same token, I wonder if we are not worrying, 
sometimes needlessly, about the expansion of the Government debt? 

Now, granted no one wants to see it get any bigger, it is big enough, 
but when the Government builds a post office building that will be used 
for 50 years, or builds some other asset that it needs, and certainly the 
Congress goes over them with a fine tooth comb, and occasionally gets 
one vetoed every now and then—now, when it builds a project of that 
type, if it should go in debt for that, is it any worse for the government 
to do that than it is for an industry or an individual to acquire an asset ? 

Mr. Szymczax. Speaking of the principle, I say, no, it is no differ- 
ent. 

The Cuammawn. I believe all members have interrogated the witness. 

Governor Szymczak, we appreciate very much your attendance, and 
you have answered our questions and we appreciate that. We thank 
you very much for coming up here and you have made a contribution to 
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the cause, we believe, by giving us information which you know to be 
correct information. 

Thank you very kindly, sir. 

Mr. Szymozax. Thank you, sir. 

The Cuarrman. Is there anything else to come up, gentlemen, be- 
fore we recess? If not, I would like to insert the following documents 
and to say that we are recessed until tomorrow at 2 p. m. in this room. 

(The documents referred to are as follows :) 


Status of 13 (b) industrial loan program as of Feb. 26, 1958 


Batetes 16 (Opiiesnctidwaiicdsnin de eae dees. $27, 543, 000 
Foneateta). Lemme: OR: De, DOO sean cinitientactiiitinte diac inintincieiitts candela 512, 000 


Selected money and capital rates 





Percent change 
Nov. 23, Feb. 25, Apr. 12, 
1957 1958 1958 
Nov. 23 to | Feb. 25 to 
Apr. 12 Apr. 12 


Discount rate (New York) --.....---....--- 


3. 00 2.75 2. 25 —25 —18 
Prime commercial paper.................-- 4.04 3. 40 2.00 —61 —40 
Prime bankers’ acceptances...............- 3. 38 2. 98 1.63 —52 —45 
3-month Treasury bills—new issues-.-----_- 3. 145 2. 587 1. 074 —66 —58 
Corporate bond yield (Moody’s Aaa)..._.- 4. 06 3. 57 3. 62 11 +0. 01 
Bank rate on prime business loans... -.-...-. 4. 50 4.00 4.00 -ll 0 


(Whereupon the hearing was recessed, to reconvene at 2 p. m., April 
17, 1958.) 











PROBLEMS OF SMALL-BUSINESS FINANCING 


THURSDAY, APRIL 17, 1958 


House or REPRESENTATIVES, 
SeLtecr Commirree To Conpucr a Stupy AND 
INVESTIGATION OF THE PROBLEMS OF SMALL BUSINEsS, 
Washington, D. C. 


The committee met, pursuant to recess, at 2:05 p. m., in the old 
Supreme Court Chambers, Capitol, Hon. Wright Patman (chairman 
of the committee) presiding. 

Present: Representatives Patman (chairman of the committee), 
Evins, Multer, Hill, Sheehan, and Moore. 

Also present: Bryan H. Jacques, staff director; Everette MacIn- 
tyre, general counsel; Wm. Summers Johnson, chief economist; 
Frances Topping, economist; Clarence D. Everett, staff member; 
Marie M. Stewart, clerk; and Victor P. Dalmas, adviser to minority 
members. 

The CuarrMan. The committee will please come to order. 

Governor Mills, we appreciate your responding to the invitation of 
the committee. I want to congratulate the Board and the Staff on 
the report they have made on small business. The committee has not 
studied it yet, but we certainly will study it. We are interested in 
all phases of small business, particularly in the financing of small 
on including especially long-term loans and venture, or equity, 
capital. 

o you have a statement of your own, or would you just like to 
respond to questions? 


TESTIMONY OF ABBOT L. MILLS, JR., MEMBER OF BOARD OF GOV- 
ERNORS, FEDERAL RESERVE SYSTEM, BOARD OF GOVERNORS 


Mr. Muius. No, sir; I have no prepared statement. 

The Cuatrman. The question first comes up, Governor Mills, about 
section 13 (b). We notice that you want to get rid of 13 (b)—at 
least, you don’t feel like you want to continue the responsibility of 
making loans under section 13 (b), and you are asking that this 
money go back to the Treasury. Would you mind stating just why 
you want to do that? 

Mr. Mutus. Yes, sir. 

As the Federal Reserve Act will disclose, section 18 (b) was en- 
acted in the depression days of the thirties to provide a mechanism 
for financing businesses that were in distress and in the troubled bank- 
ing period were unable to obtain accommodation from their normal 
sources. The section 13 (b) mechanism is a restricted financing means 
in that it prescribes that 13 (b) loans should be limited to providing 
working capital for the borrower, rather than to provide long-term 
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loans that would be the equivalent of equity capital or equity capital 
truly as such. 

The result has been that over the years, section 13 (b) financing, 
except at the inception of the law before the Reconstruction Finance 
Corporation was organized, never assumed large importance or really, 
in my personal opinion, accomplished very real benefits. 

Then, in later years, the question was raised, as I know you will 
remember, whether the Federal Reserve Act should be amended and 
section 13 (b) expanded to authorize the Federal Reserve banks and 
Federal Reserve System to engage more broadly in financing, emer- 
gency financing, and on a basis that would contemplate the equity and 
ong-term financing of a capital nature. 

The Cuamrman. Do you feel like the Board is of the opinion that 
it is not a function of the central bank, like we have now ? 

Mr. Muts. I share that opinion, and believe there are good rea- 
sons to support that position, in that a central bank’s principal func- 
tions have to do with the formation and the conduct of monetary and 
credit policy beyond which the Federal Reserve System, of course, 
has other administrative responsibilities such as the supervisory and 
examining responsibility of the State member banks, which is a very 
vital responsibility. 

The Cuatrman. Governor Mills, do you share the views of Chair- 
man Martin and Chairman Eccles at the time, and others, that the 
banks own a nonproprietary interest in the Federal Reserve System ? 
That phrase, I think, was gotten up after Mr. Eccles left, but I think 
it is such an apt phrase. 

Mr. Mitts. An offshoot of that phrase that to me is as apt as the 
expression you use is that the member banks have what amounts to 
preferred stock in the Federal Reserve System. 

The Cuarrman. And preferred stock ¢ 

Mr. Mitts. Yes. 

The Cuairman. That is, they don’t have any proprietary interest. 

Mr. Mitxs. A proprietary interest, historically and in a very real 
sense, in that the capital which the member banks subscribe is, of 
course, drawn from their own private funds, but not a proprietar 
interest in the sense that the ownership or the representation of stock 
ownership in the Federal Reserve banks entitle the member banks to 
the type of ownership and the control of resources that is associated 
with stock ownership in private enterprise. 

The Cuatrman. Of course, you agree, too, I’m sure, that the Fed- 
eral Reserve banks operate on the Government’s capital. That is their 
source of power and strength ? 

In other words, the credit of the Nation ? 

Mr. Mus. That is a very broad term to apply to the operations 
of the Federal Reserve banks. Their operations are prescribed by 
the Federal Reserve Act with responsibility placed in the boards of 
directors of the Federal Reserve banks who are drawn from private 
life and with general supervision in the Federal Reserve Board who 
are Federal officials. It would be difficult for me to persuade myself 
that the Federal Reserve System was operating on Government capi- 
tal where the administrative responsibility for the System is vested 
in a blend of private and public officials. It is, of course, a funda- 
mental fact that the System’s operations in conducting monetary and 
credit policy operate through the mechanical means of market trans- 
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actions in United States Government securities. The use of these 
mechanical means, of course, gives color to a statement that the Fed- 
eral Reserve banks operate on Government capital. 

But if it was a fact that the System truly operated on Government 
capital, a concept would exist so radically different, in my estimation, 
from the philosophy followed by the authors of the Federal Reserve 
Act as it is passed in 1913, and as it has since been administered, that 
the acceptance of that principle, if carried into its complete ramifica- 
tions, could lead to a complete change and—again in my opinion—an 
inadvisable change in the structure of the Federal Reserve System, 
in that it would set in motion a slow progress toward nationalization. 

The Cuamrman. May I ask you some questions more in detail ? 

The capital stock of the banks, amounting to about $340 million— 
do you consider that capital stock served any real useful purpose in 
the banks? 

Mr. Miuts. Yes, sir, I do, and it touches on the principle that you 
and I were talking for a minute informally in advance of the hearing. 
It touches on the very cherished fundamental of tradition. A tradi- 
tion not only of the Federal Reserve banks and the Federal Reserve 
System, but tradition as it applies to the whole scheme of central 
banking in all of the advanced nations of the world who have found 
their central banks an essential instrument of governmental adminis- 
tration and for the conduct of governmental policy. 

The Cuarrman. About the principal banks, will you name the three 
in the order of importance that you have reference to, the other central 
banks of the world ? 

Mr. Mitts. The Bank of England. 

The Cramman. Number one. 

Mr. Mitts. Number one. 

I would believe that the German central bank, the Bundesbank 
would be grouped in that classification, and for excellence of admin- 
istration and concept—as you always like what the other man does 
that follows your own reasoning—the National Bank of Belgium 
should also be included. 

The Cuamman. Do they all have capital stock ? 

Mr. Mirus. Yes. 

The Cuamrman. Did they invest their capital stock ? 

Mr. Mus. Oh, yes, indeed. 

Now, the Bank of England, of course, is nationalized. 

The Cramrman. But they don’t have capital stock? 

Mr. Mitts. It has capital stock, but it 1s my belief the capital stock 
is held by the Treasury. 

The Cuatrman. Is that invested in anything—that money repre- 
senting the stock ? 

Mr. Mruts. It would be invested in the general run of assets through 
which the Bank of England carries on all its functions and its policies. 

The Cuamman. Now, the stock that is held by the Federal Reserve 
banks—do you consider that invested ? 

Mr. Muus. Oh, very definitely. 

The Cuamman. What do they invest in ? 

Mr. Mirus. Their stock is represented in a proportionate share of 
all of the assets held by a Federal Reserve bank that range from their 
holdings of cash to gold certificates to loans and discounts of the mem- 
ber banks and their overriding investment in the United States Gov- 
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ernment securities, through which open market transactions are car- 
ried out. 

The CHatrman. What about the surplus funds? Now the banks 
have about $750 million or $800 million in surplus funds under section 
7. Do you consider that they are invested ? 

Mr. Mitts. Yes, through the same range of assets and through the 
pate of the retention of the earnings of the Federal Reserve banks 

yond the 90 percent of those net earnings that are transferred to 
the United States Treasury. 

The CHatrman. Don’t you feel your testimony is in conflict with 
Mr. Eccles’ and Mr. Martin’s, in that they claim that every transaction 
that the Federal Reserve makes is an individual transaction upon 
which they operate on the credit of the Nation. In other words, they 
use Federal Reserve credit, Federal Reserve notes, where necessary, 
and this money is not invested in fact. 

Mr. Mits. I’m not completely sure that I get the import of your 
question, and I don’t recall the positions of either Mr. Eccles or Mr. 
Martin, but there is a distinction between the United States Govern- 
ment securities that are held in the portfolio of the Federal Reserve 
banks and the Federal Reserve notes that are issued by the Federal 
Reserve banks on the liability side of the ledger and which make up 
the most important part of the currency of the land and which come 
into being as demand for the use of the currency is expressed by the 
people of the country when they draw deposits from the banks in the 
form of Federal Reserve notes. 

The Cuarrman. When the Federal Reserve banks put up $139 mil- 
lion as part of the capital stock of the FDIC, were securities sold to 
put that money up, or not ? 

Mr. Mitrs. That would need a picture of the financial statement of 
the Federal Reserve banks at the time that the transfer was made to 
rere the initial capital for the Federal Deposit Insurance Corp. 

ut it would be a very good guess that the cash resources held by the 
banks at that time permitted immediate transfer in cash without im- 
pinging on any of their holdings of securities or loans. 

The CHamman. Have you considered or have you paid any atten- 
tion to the bill that some of us have introduced, H. R. 10345, providing 
that each Federal Reserve bank use $10 million of its funds to estab- 
lish canital of a small-business capital bank in the region ? 

Mr. Mitts. Yes, indeed, sir, and I think it is a very capably drafted 
bill. and is designed, of course, for an unimpeachable purpose. 

The auestion that you raise, whether the small-business capital banks 
should he financed by drawing on the surplus resources and capital of 
the Federal Reserve banks, or whether it would be preferable to pro- 
vide that capital by a direct appropriation from the Treasury, is a 
very fundamental one. It is a question that the Coneress in its wis- 
dom would be better equipped to decide than the Federal Reserve 
System. 

It is mv own belief. as I understand the rationale of Government 
finance, that by and large. a better control of Government finance 
ean be afforded bv appropriations directly from the Treasury, rather 
than drawing on the resources of a governmental institution. 

The Cuareman. And you think that should apply in all cases in 
the Federal Reserve System ? 

Mr. Mitts. That is my belief. 
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The Cratrman. That being true, Mr. Mills, how do you reconcile 
that with the fact that every year now, the banks are getting what is 
equivalent—what is tantamount—to what I would consider to be a 
subsidy of about $120 million a year for the cost of operating the 
Federal Reserve System, clearing checks, and things like that, which 
are purely commercial bank functions? Do you think that money 
should be appropriated by Congress directly, rather than letting the 
banks draw it out of the Federal Reserve funds? 

Mr. Mirus. Mr. Patman, that is an issue that over the years, if 
Congress ever found the time free, it might wish to nedkie more 
deeply. In my own opinion, after very considerable reflection, the 
present scheme of things is acceptable; meaning this, that the Federal 
Reserve Act, when it was passed, represented a reform in the banking 
structure of the United States that had two fundamental purposes: 
One, the provision of an elastic currency, and the other, the provision 
of a check collection system that would perform more efficiently for 
the business of the country than the more or less hodgepodge methods 
that were in use before the Federal Reserve banks came into being. 

The CHamman. Is it a fact, Governor Mills, that originally it was 
contemplated that banks would pay for this service, and that banks 
actually did pay for this service? 

Mr. Mixts. That is most certainly true. Where, as I analyze the 
procedures as they exist now, a subsidy isn’t in effect represented if 
you look at the procedure from a national perspective rather than 
through the perspective of the individual banks. Why I suggest that 
line of reasoning is that the Federal Reserve System, as a national sys- 
tem, is designed to render public service, and a part of that public 
service is to render an efficient check collection service that will benefit 
businesses and people in all walks of life. 

Now, if the System’s check-collection system was reconverted so 
that the cost of processing all of those millions and millions of checks 
that are handled each year was placed on the member banks themselves, 
the answer would be that the member banks would be under the neces- 
sity of making charges for rendering services to their customers that 
they are now in a position to render either free, or, at a less cost, and 
the smaller accounts and the smaller depositors of the banks through- 
out the country would in all likelihood find that they were confronted 
with an additional cost of handling their personal affairs or conduct- 
ing their businesses. 

The CHarrman. Specifically, Governor Mills, do you have any other 
criticism of the bill except what you have stated about where you 
think the funds should be obtained? Do you think the bill is all right 
otherwise, about the small business capital banks? 

Mr. Mritzs. Mr.Patman, I would reneat again that the purposes of 
the bill are admirable from the study that I have been able to give the 
small business problem. I certainly can’t pose as being an expert, or 
as having more than an amateur knowledge on that score. 

The question that comes to my mind is whether it is a problem that 
in its financial aspects deserves the creation of a completely new finan- 
cial organization operated under the aegis of the Federal Government, 
or whether it is a sort of a problem that might be approached more 
experimentally by the adantation of an existing instrument of the 
Government to its use, rather than through the creation of the new 
set up. 
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The Cuarrman. That isa question, of course. 

You knew Dr. E. A. Goldenweiser, didn’t you? 

Mr. Mits. I knew him best by reputation. I had the pleasure of 
meeting him on only one or two occasions. 

The Cuarrman. Do you recognize him as an outstanding authority 
on the Federal Reserve System ? 

Mr. Mus. Yes, sir, but as in all things, authorities change as time 
changes, and we change with them. If I had been in constant contact 
with Dr. Goldenweiser, I’m sure there would have been occasions when 
I would have chosen to differ with him. 

The Cuarrman. I recall his opinion about capital stock in banks. 
He said capital stock was an unnecessary appendage, and one of these 
days when Congress takes another look at the Federal Reserve System, 
they’ll wipe it out. They’ll pay off the capital stock, because it serves 
no purpose at all. 

0 you recall that ? 

Mr. Muts. I don’t recall that particular statement, but it is an 
opinion that has had currency over the years. It is, if I might say so, 
an academic principle by which, it could be proven that a central bank 
could operate without the use of privately subscribed capital, or, in 
fact, capitals subscribed by the National Government itself. But asa 
matter of tradition and as a matter of experience, it could prove— 
that scheme of things could prove to bea great error. 

The Cuarrman. I would like to yield to one of my colleagues now. 
I’m taking up too much time. 

Would you like to ask a question, Mr. Sheehan ? 

Mr. Sueenan. I was very glad that Mr. Mills brought out the fact 
that there may be something more to the fact that the Federal Reserve 
Bank is practically or, as the Chairman says, paying $120 million 
worth of expenses for the clearing of checks. 

It seems to me that banks, as you brought out, do a lot of other 
services for the Government—and the Federal Reserve System—for 
which they get no pay, such as selling bonds and doing various other 
sundry jobs where the Government doesn’t reimburse them, and it 
takes both manpower and time to do. 

Mr. Muus. That is right. 

Mr. Sueenan. So in effect, although the chairman states it is cost- 
ing us money, if the banks were to charge the Federal Reserve or the 
Government for many other services rendered free, maybe the banks 
should be paid more than $120 million. 

Mr. Mrris. I can’t answer that. That would take the sort of audit 
that Mr. Patman has in mind for the Federal Reserve System. 

Mr. Mutter. Are you referring now to private or Federal Reserve 
banks? 

Mr. Sueenan. No, I am referringg to Mr. Patman’s thought that 
the Federal Reserve System clears checks for many banks which the 
chairman says the banks should be paying for, paying for this service 
themselves, and he is right on it, if that is the loan case. 

But it seems to me there must be an offset there, the reason why the 
Federal Reserve bank doesn’t collect is the banks must be rendering 
other services for which they get no pay. 

Mr. Mutter. I don’t think the chairman meant to imply that the 
$120 million is for that service. I think he meant to imply that is 
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their total operating budget. $120 million is what they spend for 
their operations. 

The Cuarrman. That is right. After the Federal agencies have 
reimbursed the Federal Reserve for every service that has been ren- 
dered for them. 

In other words, the Federal Reserve is charging the Federal Reserve 
agencies, but not charging the private banks. 

Mr. Sueenan. To try to clear up in my own mind what you mean, 
Mr. Patman, you made the same statement yesterday to Mr. Szymezak 
when he was here about the $120 million. I’m under the same impres- 
sion, that that is money which the banks should have been paying to 
the Federal Reserve System, or to the Government, for clearing checks. 
Am I mistaken about that? 

The CHatrman. My theory is that the people, the taxpayers, are 
paying that much for a strictly commercial banking function. 

Mr. Sreenan. Then my impression wasn’t mistaken. I’m correct 
in my assumption. 

The thing I’m trving to find out, and that is why I am putting the 
question to Mr. Mills, is there must be, or maybe there aren’t—and 
I’m trying to find out—and you did mention, I should say, that there 
were other services which the banks render to the Federal Reserve 
System and to the Government, such as the collection of social security 
taxes, which many companies pay to the banks, who in turn transmit 
it to the Federal Reserve or to the Bureau of Internal Revenue. And 
the selling of savings bonds, and things like that, which I assume the 
Government gets no money back from for handling it. Am I right 
or wrong? 

Mr. Mrrts. I believe it is half right. But mv memory is that the 
banks issue the bonds without expense to the Government, but they 
are paid a fee for the process of redeeming them when they are pre- 
sented for payment, but this whole scheme of Federal Reserve costs 
and services does bring out one matter, and that is that there are cer- 
tain services performed for the different departments of the Govern- 
ment for which the Federal Reserve banks are reimbursed. There is 
a wide range of other services that are performed without cost to the 
Government, in particular the functioning of all of the checks that 
are issued by the United States Treasury, and all of the other differ- 
ent banking functions that pertain to the Federal Reserve banks as 
« banker for the departments of the Government. 

As I look at it, there are good and sufficient reasons for the Congress 
to justify the reimbursement of some governmental expenses to the 
Federal Reserve banks, and for this reason, that the departments of 
the Government, as they are operated through appropriated funds, 
very naturally wish to engage in as wide a range of services as they 
believe are consistent with their public responsibilities, and then, 
having decided what that range of service should be, appropriations 
are sought from the Congress to defray those expenses. 

Now, as any worthwhile department. of the Government always 
seeks to expand its services for the public benefit, there has been some 
indication over the years, that departments of the Government will 
ask the Federal Reserve System, at its expense, to assume some costs 
and perform some services that ordinarily would be undertaken by 
that particular department. 
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The effect, of course, is that when that happens the department 
obtains the services sought for, but at the expense of a governmental 
organization that operates from its own generated resources and not 
from appropriated funds. 

Mr. Sueenan. Thank you, Mr. Mills. 

I would like to say it is my understanding, that you responded to Mr. 
Patman’s question about his bill for a sort of a Federal Reserve bank 
for small business to the effect that you thought the principle of it was 
all right, but you didn’t think the Federal Reserve should carry on 
that function. Am I right? 

Mr. Mrius. That is correct. 

Mr. Sueenan. I might say that I was rather sorry I didn’t get to 
join with Mr. Patman in putting in that type of a bill, because I think 
it has a great deal of merit, and the question that he and I know our 
committee eventually is trying to find out is just where we would go 
to try to set up some sort of banking system or RFC, if you please, 
to carry on the function. I think if I had enough time to give that 
bill further consideration, I would have liked to introduce it with 
him. But at that time, the bill was in before I had a chance to actually 
do something about it. 

One other question. We in our interest in small business have heard, 
and you have probably read it in the newsnapers, the fact or the 
problem that the so-called tight money policy which the Federal 
Reserve initiated some months ago had a serious effect on smal] busi- 
ness, and the proposition was then broached that this was done on a 
basis—somewhat on the basis of an administration approval, or an 
administration policy, and in questioning Mr. Szymezak, I might 
state to you I asked him the same questions, because my purpose was 
to find out just how the Federal Reserve Board goes about raising or 
lower discount rates. 

In other words, the question then I can put to you is. do you do 
this independently, without any other department of the Government 
or the Congress telling you what to do? 

Mr. Mirts. I can answer that unequivocally. The policy decisions 
on the Federal Reserve System are made independently, but there is 
this qualification to so positive a statement; the Federal Reserve 
Svstem is an agency of the Federal Government and has very natur- 
allv the responsibility of working in harmony with the other agencies 
of the Government, which adds this further step of thinking, that the 
executive office in the Government and the executive powers of the 
Government change from time to time at the behest of the electorate, 
and as those changes are made, there, of course, follow shifts in the 
philosonhy and the rationale of what is the annropriate scheme of 

olitical administration for that particular period. 

Mr. Serenan. How is that determined? Is that determined by the 
Federal Reserve Board itself, or by American citizens? 

Mr. Mrs. In my opinion the Federal Reserve System has an 
obligation to harmonize its operations with the philosophy, the fi- 
nancial nhilosonhy. and the fiscal philosophy of the political party that 
is in office. But with the reasoning that the Federal Reserve should 
alwavs he sure enouch of the soundness of its policies that it can ner- 
suasively engage their adherence by the administration in office. How- 
ever, the Federal Reserve System is and I hope always will be friendly 
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to criticism, and free to amend its policies where those criticisms are 
justified. 

But as I think back over past years, then, look into the future, if 
there should ever be a cleavage between the reasoning of the admin- 
istration in office and the policies of the Federal Reserve System, and 
if those differences of opinion couldn’t be reconciled, the Federal Re- 
serve authorities then would be obliged to bring their case to the Con- 
gress who created it, and thus to the bar of public opinion, for 
decision. 

Mr. Sueenan. In other words, you are really saying that the Fed- 
eral Reserve Board itself reserves for itself all final decisions, after 
reviewing all of the evidence. 

Mr. Mitts. That is correct, sir. 

The CuarrmMan. Gentlemen, we find ourselves in a little squeeze. 
We only have 15 minutes before we hear our next witness. Now if 
you will confine your questions directly—I mean, instead of general 
questions, I believe that we'll be able to get through all right. I don’t 
want to deny any member the right to ask any question he wants to 
ask, but I hope it will be confined to the issue, as much as is possible. 

Mr. Evins? 

Mr. Evins. We recognize, Governor Mills, that any action taken in 
this field is a policy matter for the Congress, but reverting to the 
method which the chairman has suggested, ‘that this policy be | put into 
effect, the Federal Reserve System was created in 1913, was it not? 

Mr. Mus. Correct. 

Mr. Evins. This is 1958, 45 years later. There have not been many 


looks into the operation of the Federal Reserve System in that period 
of 45 years, have there? 


Mr. MILs. a and no. 


I would say “no,” sir, with respect to the or ganizational aspects of 
the Federal Sten System ; but I would say “yes” very definitely to 
changes that have been made in the authority of the Federal Reserve 
System over the years, where experience and necessity have required 
adaptation to new circumstances. 

Mr. Evins. What was the capital stock, initially, of the Federal 
Reserve System ? 

Mr. Mrs. It was subscribed by the member banks of the Federal 
Reserve System. However, the sponsors of that act found some op- 
position to the scheme of a central bank, so much so that a provision 
was made, as I recall it, that if the banks of the country other than 
the national banks, who were required by law to become members, did 
not see fit to accept mmebership and to subscribe capital up to the 
amount set out in the law, then the United States Treasury was obli- 
gated to make up the difference. 

Well, the member banks did 

Mr. Evins. Would you tell the committee what was the initial capi- 
tal stock of the Federal Reserve Banking System in amount? 

Mr. Mitts. I don’t recall, sir. 

Mr. Evins. It wasn’t the $340 million that you have now in capital 
stock ? 

Mr. Mirus. No. 


The Cuatrman. It was probably less than $100 million, wasn’t it? 
Three precent of the capital stock—— 
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Mr. Mirizs. I’m not an authority on that subject. I’m sure you are 
right on that. 

Mr. Evins. I’m trying to bring out that capital stock has grown 
and grown and grown until now it has reached $340 million, and it 
has been pointed out that this is idle money, used for reserves, and 
not put to work. 

If you have $340 million in capital stock and $10 million withdrawn 
for each of the 12 banks, that would be $120 million. $120 million 
from $340 would still leave the Federal Reserve System $220 millions 
in capital stock, plus the money withdrawn and deposited in these 
banks. 

Would that work any hardship on the Federal Reserve System, or 
would it bring out any monetary restraints or difficulties in the oper- 
ation of the System ? 

Mr. Mizus. No, sir; as far as dollars and cents are concerned, it 
would not. But there is a broader principle that enters into a pro- 
posal of that sort, which is that the Federal Reserve banks, being a 
blended operation of private and public capital and management, as- 
sume a position in the eyes of the Nation, and especially in those of 
the financial and business community, that see the Federal Reserve 
banks in the same light as the corporation or the kind of personal 
business they are familiar with; and which particular enterprise is 
appraised by the amount of capital stock that in their estimation is 
adequate to permit its financing without undue risk to the creditors 
of the business or the other individuals who might have reason to look 
to that enterprise for some form of support. 

Mr. Evrns. In other words, you state that it would not work any 
known difficulty or hardship but that the banking system naturally 
would want to consider any such step ? 

Mr. Mitis. Well, they would have no choice if it were the will of 
Congress, but in my opinion, such action would be more harmful than 
helpful. 

Mr. Evins. Governor Mills, wasn’t the same principle enunciated 
when Congress created the Federal land banks to aid the farmers of 
this country when there was a need for farm credit? Wasn’t the 
same principle—wasn’t this the same principle for making long-term 
capital loans as embraced under the policy and law of Federal land 
banks for long-term credit to the farmers ? 

Mr. Mirus. The difference, as I would recall it, sir, is that the 
capital of the Federal land banks was subscribed by the United States 
Treasury, and wasn’t drawn from any other existing Federal organiza- 
tion at that time. 

Mr. Evrns. Well, leaving aside the question of capital stock, the 
earned surplus of the Federal Reserve banks, would there be any 
great hardship or difficulties encountered if some of this earned sur- 
plus were put to work through such a system ? 

Mr. Mrts. It gets back to that principle whether it is not preferable 
to have the Treasury prescribe the capital to any new Federal organ- 
ization that is established, for by doing so there would be a continuing 
control over that capital due to its source, that might not be as effective 
in the case of capital that had been drawn from some other area of 
Government at a second range of control from the Treasury. 

Mr. Evins. This committee is looking for ways and means of solving 
a very acute and pressing problem, and you all seem to recognize that 
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it is a method that could be employed, but yet in a very nice way you 
say, no. Isn’t that about the substance of the conclusions that this 
committee may draw from your testimony ¢ 

Mr. Mit1s. That would be true in my case, sir, where you have 
asked for an opinion and it would in my personal opinion be inadvis- 
able to draw from the resources of the System, because it would breach 
a tradition and a principle that would have disturbing ramifications 
on business, industrial, and community financial practices. 

Mr. Evins. I’m reverting to one other subject, that of influence 
upon the Federal Reserve Board of other prevailing situations, in- 
cluding political situations. I don’t recall the exact date, but let’s 
say for illustration, that there was a press story that the chairman of 
the Federal Reserve System on November 12, together with the new 
Secretary of the Treasury, Mr. Anderson, called at the White House 
on November 12, last fall, and on the 14th 2 days later, the Federal 
Reserve announced the lowering of the rediscount rate. 

It seems to me you could put two and two together to decide that 
the Federal Reserve was acting under the influence, or on the advice, 
or certainly in confidence with the heads of our Government and not 
altogether acting independently. 

Mr. Mitis. Well, Mr. Evins, I truly believe that that would be 
drawing unfair inferences from the events as they actually transpired. 

Mr. Evins. I withdraw any inferences. 

Mr. Mirus. As mentioned a few minutes ago, the Federal Reserve 
System has an obligation and a responsibility to keep the administra- 
tive, executive and other offices of the Government informed about the 
direction of its policies, but policy decisions are initiated and decided 
independently by the Federal Reserve. 

Mr. Evrns. I’m sure that that is so, but we cannot escape sometimes 
these other inferences, when those things are observed through articles 
in the press. 

Mr. Muss. That is true, sir, and that brings up the problem that 
Congressman Patman has submitted at different times in public ad- 
dresses and in the Congress that at the appropriate time there should 
be a general study of the entire financial mechanism of the different 
organs of Government to determine what responsibility each one has 
and where those responsibilities are overlapping, and what might be 
done to make them consistent with each other, without in doing so, 
creating a centralized authority that would lack flexibility for policy 
handling. 

Mr. Evins. Governor Mills, appreciate your testimony. 

Thank you, Mr. Chairman. 

The Cuatrman. Mr. Moore? 

Mr. Moore. I have no questions. 

The CratrMan. Mr. Multer? 

Mr. Motrer. Thank you, Mr. Chairman. 

Mr. Mills, I don’t know—I do know but I’m a little confused—as 
to the tradition you are talking about, and I would like to get a clari- 
fication, at least in my own mind, if T can. 

When the Federal Reserve banks were brought into being, the 
United States Treasury subscribed for most of the stock, am I not 
right ? 

Mr. Mirus. Mr. Multer, it was a standby subscription that was in- 
tended to have the Treasury make good any part of the total capitali- 
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zation that was not provided by the private banks of the country who 
accepted membership. In the event, as I understand it, a sufficiency of - 
private capital was subscribed, with the result that the Treasury was 
not called upon. 

Mr. Motrer. But the subscription by the private banks was en- 
tirely voluntary on their part. If they didn’t become members of the 
Federal Reserve System, they didn’t have to subscribe. Leaving aside 
the question of qualification, that was the only condition of member- 
ship, was it not ? 

Mr. Mius. That was true, except in the case of the national banks, 
and under the terms of the Federal Reserve Act, the national banks 
were obliged to subscribe and become members, and the national banks 
represented the greater part of the banking resources of the country. 

Mr. Motrter. I think it was the expectation of all the bankers of 
the country, and appeared to the Congressmen that enacted the law, 
that if they depended on the national banks to subscribe to the stock 
of the Federal Reserve banks, they certainly wouldn’t have enough 
capital. Therefore, they set up the provision for Treasury to sub- 
scribe to the capital. Am I not right? 

Mr. Mirrs. I question that a bit. Again, it was a standby respon- 
sibility of the Treasury in the event, which didn’t transpire, that capi- 
tal wasn’t subscribed privately. 

Mr. Motrer. What was the maximum amount that the United 
Stabe: Treasury subscribed to in the stock of the Federal Reserve 

anks ¢ 

Mr. Miuus. Mr. Patman cited, and I don’t recall the amount that 
the Treasury might have been required to subscribe—some hundred 
odd millions of dollars. 

The Cuarrman. May I interrupt there? 

Mr. Motrer. Yes. 

The CuarrmMan. You know the Treasury really didn’t subscribe any 
of the capita] stock, you know the Government appropriated so muc 
money to organize the Federal Reserve Districts, and it was provided 
that it would be left up to the organizing committees as to how much 
capital stock would be required in a region before they would establish 
a bank in that region. It happened that the national banks being 
compelled to subscribe 3 percent of their capital and surplus, it was 
in the law that 6 percent could be charged, but they agreed that 3 
percent would be enough. They’ll have enough capital stock that 
way. Therefore, the Treasury never had to put up any more money. 

Mr. Motrter. So today, the United States Treasury has no money 
invested in the Federal Reserve Bank System, by way of capital stock 
investments ? 

Mr. Mri1s. That is correct, but they have a very important residual 
interest in the total capital and surplus of the Federal Reserve banks. 

Mr. Mutter. With the exception of the capital which represents 
the Reserve requirements placed in the capital stock by the private 
banks, every dollar of the Federal Reserve banks belongs to the United 
States Government, surplus and capital. 

Mr. Mus. In liquidation, that is entirely correct. 

Mr. Mutter. And that is the theory behind every central bank of 
every government, that the Government owns the central bank, isn’t 
that so? That is why it is called the Central Bank, isn’t it? 
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Mr. Mus. There are important differences. In some countries, of 
course, the central bank is owned outright, lock, stock and barrel 
by the National Government. 

In other countries, like ours, the central bank is properly regarded 
as having very high governmental responsibilities, but the actual 
financial background of the bank involves a substantial amount of 
private capital, and includes a representation in management that 
is drawn from private walks of life. 

Mr. Mutrer. It is in the latter part of your statement that you 
and I are in apparent disagreement. If by background you mean 
the operation of the Federal Reserve banks traditionally with bank- 
ers, rather than with the Government as such, I’ll agree. But if by 
that you mean that the Federal Reserve banks are owned by the pri- 
vate banks, I couldn’t more vigorously disagree. 

Mr. Mitts. No, sir, I have given you the wrong impression. 

No, I would agree that the member banks through their stock own- 
ership, enjoy a participation in the management and the direction of 
the Federal Reserve banks, but it would be, as you say, a misnomer 
to suggest that the private banks or private bankers have a con- 
trolling financial interest. 

Mr. Motter. Let’s explore for a moment what you said about be- 
cause of their stock ownership, private banks, participate in the 
management of the Federal Reserve banks. That, I think you must 
agree, is not quite accurate, either, because the management of the 
Federal Reserve banks is fixed by law, and while we do classify the 
banks into classes A, B and C and let them elect directors to the 
Federal Reserve banks, it is by virtue of statutory provision that they 
have that power, and not by virtue of stock ownership. Am I right? 

Mr. Mitts. Yes, an no. A member bank could only have the vot- 
ing right to choose a director if it had previously subscribed capital 
stock to the bank. In other words 

Mr. Mutter. Not previously subscribed but at the time of voting 
it had subscribed, paid for, and was the owner of stock. But even 
if it didn’t own more than $1 worth of stock, if that is all the stock 
requirement that it had to own in accordance with the statute, it still 
carried the same right to vote, along with the bank that had a hun- 
dred million dollars worth of stock, if they came within the same 
classification, am I not right? 

Mr. Mitts. Well, the classifications are worked out on a basis that 
the six directors of the Federal Reserve banks who are elected by the 
member banks are drawn from banks of different size and from 
private life. There are three size groups of banks, and in conform- 
ance with democratic principles, the smaller banks elect directors, 
and a middle-size group elect directors, and the larger-size group 
elect directors. So all-size groups participate in the choice of di- 
rectors. 

Mr. Motrer. That is right, but within each group, it doesn’t mat- 
ter how much or how little stock the bank owns, it is the member- 
ship in the Reserve System, as fixed by statute, that gives them the 
right to vote, and not the quantity of stock they own. 

Mr. Miuts. That is entirely correct. 

Mr. Mutter. Unlike the ordinary certificate of stock that is issued 
by any bank or corporation that we know of, this stock has no vot- 
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ing power. I mean, the only class of stock—I realize some com- 
panies may have several classes of stock, some of which have voting 
rights and some of which do not. But if you have only one class of 
stock, that stock usually has the right to vote, and it is usually per 
share. Am I right? 

Mr. Mitts. There are very close races in elections for directors of 
Federal Reserve banks within each of these three groups. 

Mr. Mutter. Yes, you are talking now about the practical opera- 
tion of the system. I am talking about the situation as to the rights 
of stockholders. 

No matter what class of bank is getting the stock, stock in the 
Federal Reserve bank as such carries with it no right to vote as stock 
usually does. In every corporation, every bank, you have voting 
rights that go along with the stock certificate, isn’t that so? 

Mr. Mirus. The stock in the Federal Reserve bank carries a voting 
right, but it isn’t like 

Mr. Motrer. Only by virtue of the statute, though, not because 
of the issuance of stock. 

Mr. Mrs. Yes, but I mean the statute is akin to the bylaws and 
the charters of a private corporation. 

Mr. Motrer. That is precisely the point I make. 

Mr. Mrr1s. It would prescribe what the voting rights would be. In 
this case, it is the Federal Reserve Act. 

Mr. Mutter. And in the Federal Reserve Act, which is the charter 
and bylaws of Federal Reserve banks, there is no provision that stock 
ownership gives you a right to vote. It is membership in the System 
that gives you the right to vote in accordance with all the standards 
written into the act. 

Mr. Miris. Except that the privilege of membership is dependent 
on the acquisition of stock. 

Mr. Motter. Is it dependent upon the acquisition of stock, or is it 
rather dependent upon your being a member of the Reserve System, 
and as a condition of membership in the Reserve System, the private 
bank must deposit the required reserves, and isn’t the certificate of 
stock that is issued to it of stock in accordance with the amount of 
reserves that it is required to deposit ? 

In other words, it doesn’t say, you have 20 shares of stock. The 
certificate says you have deposited with us X dollars as required 
reserves ? 

Mr. Mrits. It is the amount of stock that a member bank subscribes 
in its regional Federal Reserve bank which is conditioned on the size 
of the capital and surplus of that bank itself. It is the 3-percent ele- 
ment that Mr. Patman mentioned, and that also is the reason why the 
outstanding capital stock of the Federal Reserve banks has risen from 
this original approximately $100 million to the present $340 million, 
because as banks have grown and their capital resources have grown, 
they have been required to subscribe to additional stock. 

Mr. Motrter. Now, I, as a private bank, cannot come along and 
say to you, the Federal Reserve System, I want to join your System, 
and as a conditioning of joining your System, I'll buy $1 million worth 
of stock of the Federal Reserve bank in my district. I couldn’t do that 
as a private bank, could I? 

Mr. Mitts. No, sir, you would have to apply for membership and 
meet the requirements of membership as to the quality and conditions 
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of management and the general standards of banking conduct that 
are expected of a member bank, But the amount of stock that you 
could subscribe to would not be a matter of your choice, but a per- 
centage that is prescribed, as you have said, by the Federal Reserve 
Act. 

Mr. Mutter. That is right. All the standards and qualifications of 
the Federal Reserve System say how you qualify. I don’t have a 
choice as to how much stock I buy. The law says I have to keep with 
the Federal Reserve bank in my district a percentage of my deposits. 
That percentage of my deposits will go up and down, in accordance 
with the way my deposits go up and down. Isn’t that so? 

Mr. Mus. The amount of reserves required by law to be maintained 
on deposit with a Federal Reserve bank is, of course, a percentage of 
their deposits and move up and down, but the reserves that are car- 
ried as deposits in that manner are not a prerequisite of the amount 
of capital stock that is required to be subscribed. 

Mr. Murer. Now, as a matter of fact, the law specifically says, does 
it not, that the stock issued by the Federal Reserve bank to its mem- 
ber banks is neither salable nor pledgeable; when the bank gets out of 
the System it must surrender—it can’t sell jit to anybody 
render it to the System or to the bank from which it got it, a it 
has none of the attributes of stock certificates as we know them in 
banks and other corporations. Isn’t that so? 

Mr. Mitus. Except for the rights that it gives for the nomination 
and election of these two classes of directors, and the service rights 
that come with qualification as a member. 

Mr. Mutter. If the section in the Federal Reserve Act which calls 
for the issuance of certificates of stock were changed to read that the 
banks—Federal Reserve banks—shall issue to the member banks a 
receipt for the amount deposited by the private banks with the Fed- 
eral Reserve bank, it would accomplish the identical purpose that the 
stock certificate does ? 

Mr. Mus. Except again in the realm of tradition and principle, 
it would destroy the philosophic rationalization of what the Federal 
Reserve banks should be, destroy that rationalization and impair that 
tradition and unsettle confidence in the 

Mr. Mutter. Again I want to ask you, sir, is the tradition that 
the private banks shall own the central bank, or that the United States 
Government shall own the central bank? I’m talking now about the 
Federal Reserve bank. 

Mr. Mitts. It isn’t to be regarded as ownership by the private 
banks because the Federal Government has the “iiale authority 
and the overriding responsibility for the conduct of the Federal Re- 
serve banks, but the private banks who have been admitted to member- 
ship in the Federal Reserve System enjoy the right to participate in 
the direction of the Federal Reserve banks through their authority to 
choose directors. 

Mr. Mutrer. What justification is there, if any, for providing that 
this stock shall at all times bear a 6-percent dividend? Regardless 
of the earnings ? 

Mr. Mis. That was the decision of Congress in 1913, when it was 
the thought that a 6-percent return on capital that was employed and 
subscribed by the banks that entered membership would justify that 
amount of return. 
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Mr. Moutrer. Would you approve today the organization or the 
continuance of a national bank or a State member bank which guaran- 
teed a 6-percent dividend to its stockholders regardless of earnings? 

Mr. Mitts. Mr. Multer, it isn’t a guarantee. That is another reason 
that makes stock in the Federal Reserve banks have more of the 
characteristic of a preferred stock. 

My recollection of the law is that the Federal Reserve bank stock 
draws 6-percent interest, but it is a cumulative interest requirement 
that if, at any period, a Federal Reserve bank or banks were not 
earning that 6 percent, at a later period when their earnings have 
improved, they would make up the arrearages in their liability. 

Mr. Mutter. Don’t you think that that provision of the law ‘should 
be changed, and rather than requiring the 6-percent dividend paid 
on that stock, the dividend should be declared from time to time by 
the Board of Governors, or the Board of Directors or a particular 
Reserve bank, in accordance with its earnings? 

Mr. Mrius. Sir, I would think that would be destructive of the prin- 
ciple that the Federal Reserve banks stand apart from other types of 
private corporations, that there should be a separation in the kind of 
organization they are from the kind of private organization that 
would declare dividends periodically from its actual earnings—that 
if the Federal Reserve banks were by law put on a hasis to declare 
dividends as they saw fit from earnings—then I would be fearful that 
the Federal Reserve banks would lose some of that very important 
quality of a Federal organization that they now enjoy. 

Mr. Mourrer. Did you have occasion at all, sir, to look at the Multer 
bill for small business investment ? 

Mr. Mirus. Yes.sir. I have. 

Mr. Mutter. Do you care to make any comment about that, sir? 

Mr. Mrr1s. To speak in generalities, Mr. Congressman, I would 
make the same comment that I have made regarding the small capital 
bank bill, that the purnose is irreproachable, but whether that particu- 
lar means or method of arriving at a mechanism for supplving capital 
to small business is the most desirable one, my own studies haven’t 
been carried far enonch along to render a judgment. 

Mr. Murrer. I think the Multer bill more nearly approaches your 
views on the subject. in that it calls for the subscription, not by the 
Federal Reserve banks, but by the United States Treasury, coincident 
with private purchase of the stock of the investment corporation. 

Now, you referred to anpropriations. Don’t you think it is proper 
that the Congress should review and make the appronriations for 
the exnenditures each year of the Federal Reserve System ? 

Mr. Mrrxs. That has been and will for a long time to come be a 
moot issue. As you will remember, in 1955, the proposal was sub- 
mitted to Congress that the Federal Reserve banks along with the 
Federal Reserve Board, should be subject to an audit by the General 
Accounting Office. 

At that time, and since, the Federal Reserve Svstem has challenved 
the desirabilitv of that project, on the cround that the Federal Re- 
serve Act and the nhilosonhy of the Federal Reserve Act set ont to 
make the Federal Reserve System an independent agency of the Con- 
gress, to carry out functions in the monetary and credit sphere that 
it would be humanly imnossible for Congress, within the limited time 
at its disposal, to handle itself. 
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On that proposition, the reasoning has continuously been that the 
quality of independence that Congress has sought to vest in the Fed- 
eral Reserve System could best be maintained if it were entirely in a 
position to operate from its own earnings and administered those 
earnings according to its best judgment. 

But all with the thought that the administration of the Federal 
Reserve banks, through scrutiny of their records should always be 
at the disposal of the Congress and the committees of Congress so 
that the judgment of Congress can be matched against the actions 
of the Federal Reserve authorities in carrying out ‘their financial re- 
sponsibilities through the means placed at their disposal. 

The thought has also been continuously that if there was a breach 
in that policy, and the Federal Reserve System was required to recruit 
its staff through the civil service lists, or to become subject to ac- 
counting by the General Accounting Office, there would be a loss in 
that quality of independence coming about almost imperceptibly 
through a growing subservience to other governmental authorities 
that would impair ‘the independence of judgment of the Federal Re- 
serve System in carrying out the duties that the Congress has vested 
in us. 

Mr. Mutter. Would your reasoning apply equally to Congress ap- 
propriating moneys for capital investments such as the building of 
bank structures and the like, as applies to the operating expenses! 

Mr. Mitts. For the Federal Reserve banks? 

Mr. Mutter. Yes. 

Mr. Mitis. The Congress has periodically set ceilings on the amount 
of funds that the Federal Reserve banks should apply toward the 
cost of constructing Federal Reserve bank buildings. 

Mr. Murer. Does what you say with reference to the General Ac- 
counting Office indicate that you are opposed to the General Account- 
ing Office examining your accounts and auditing your accounts, or 
does what you say apply only to their telling you how to run your 
books and how to run your accounts? 

Mr. Mitxs. Mr. Multer, we would couple the two together. If at 
any time serious fault was found and proven in the administration 
of the financial affairs of the Federal Reserve System that indicated 
an incapacity to operate its own affairs under the security of its own 
auditors and the recommendations of those auditors, then the System 
would have forfeited its independent right of administration. 

Mr. Mutrer. How can we find out if there is anything wrong in 
the System if we don’t have the right to go in and review and audit 
your books to find out? I don’t understand how you can possibly 
take the position that the Federal Reserve System, which is the crea- 
ture of the Congress and is responsibile to the Congress; it is an in- 
dependent agency responsible to the Congress; should not be ready 
to have another independent agency, another creature of the Congress, 
to wit, the General Accounting Office, go in and audit this independent 
agency, the Federal Reserve System. 

We, the Congress, can’t go in and do it ourselves. That being the 
case, how can we ever find out if there is anything wrong in the opera- 
tion of the Federal Reserve System? I am not saying that there is 
anything wrong. How can you justify saying to the Congress, “We 
are your creature, responsive and subject to your will, but we are not 
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going to let you have your own independent agency, the General 
Accounting Office, come in and audit our books.” 

Mr. Mis. Except that through the provisions of the Federal Re- 
serve Act, the Federal Reserve System was founded in 1933 to oper- 
ate through the use of its own funds, but in doing so, to report to the 
Congress annually and to be in a position to substantiate those reports 
with whatever detail in the way of the individual audit examinations 
made by the Federal Reserve examiners that the Congress or its com- 
mittees would find necessary to satisfy their inquiry into the appro- 
priateness of the System’s conduct of its financial affairs. 

Mr. Motrer. With the kindest feeling and the best of good will, 
Mr. Mills, I tell you I am not convinced. I say the Federal Reserve 
System puts itself in an indefensible position in saying that because, 
when Congress first enacted the Federal Reserve Act, they overlooked 
or withheld setting up another agency of their own to audit the Fed- 
eral Reserve System’s operations, we must keep the Federal Reserve 
on a pedestal and never look at them and never be able to go in and 
see if there is anything wrong. 

I hope there is nothing wrong. 

But you put yourself in an indefensible position when you say that 
we, the Congress, can’t go in and have our own auditor, the General 
Accounting Office, audit your books. 

Mr. Mus. Of course, Mr. Multer, our own thinking has been that 
the Congress specified that mechanism through the Federal Reserve 
Act, and, therefore if it is the wish of Congress to reverse its position 
in that respect, you will in your wisdom wish to enact legislation to 
that end. 

Mr. Mutter. The only comment I make upon that, sir, is that if I 
were sitting in your seat as a Governor and I were a member of the 
Board of Governors of the Federal Reserve System, I would come be- 
fore the Congress the minute a single Congressman said we should 
have our own agency audit your operations and say, “Gentlemen, we 
are your creature; we are your servant; you come in and see if there 
is anything wrong; you do the checking; you are our master.” 

That is my personal feeling. 

The Cuarrman. Is there anything else, Mr. Multer? 

Mr. Mutter. No. 

The Cuarrman. Mr. Hill? 

Mr. Hix. I have no questions. 

The Cuatrman. Thank you very much, Mr. Mills. You are very 
kind to submit to examination. We appreciate it. 

Mr. Mius. Thank you, Mr. Patman, and gentlemen, I have appre- 
ciated the opportunity of appearing before you. 

The Cuareman. Thank you again. 

Is Mr. Robertson here ? 

Mr. Robertson, we appreciate your responding to our invitation. 
As one of the governors of the board of governors, we are very anxious 
to receive your advice and guidance and help and suggestions on the 
great problem of financing small business. That is what we asked 
you to come up here for. 

We have some bills pending, but regardless of the bills, we would 
like to have your views as to whether or not anything is needed now 
in the way of helping small business concerns, or do they have plenty 
of help, or any recommendations you may have that concern us. 
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Mr. Rozerrson. I am delighted to be here. I’m sure it will take you 
not very long to find out how little I know abuot this subject. 

I did not come prepared with any statement whatever, but I am 
delighted to contribute anything I can in the form of answers to any 
questions you would like to ask. 

The Cuatrman. No. 1, do you subscribe to the view, I assume, that 
section 13 (b) should be repealed and that the money should go back to 
the Treasury ¢ 

Mr. Roserrson. I do. 

The Cuarrman. Do you mean by that that small business should 
not have any place to go? They have a place now to go, $5 million 
under section 13 (b), and, of course, with the Small Business Adminis- 
tration they can get loans up to $250,000. 

But if you repeal 13 (b), the people who want loans between 
$250,000 and $5 million will not have any place to go. 

Do you have any recommendations to make to take the place of 
section 13 (b) ¢ 

Mr. Roserrson. I would like to answer that this way, Mr. Chair- 
man. First I don’t think that 13 (b) has—it has served a purpose, 
but not too good a purpose. The one really good thing that has 
come out of 13 (b) is similar to the good thing, for example, that has 
come out of the RFC, has come out of the housing statutes, the statutes 
in the agricultural field, where Government has pioneered in a field, 
and has determined what the problems are and has, through experi- 
ments, shown how gaps could be met, how financing could be arranged, 
and I think it has done much more in those particular fields than 
private enterprise did before that. 

For example, I think the whole field of amortized real estate loans 
is the result of pioneering by Government. Similarly, I think good has 
come out of 13 (b) in that field. I think that the way has been shown 
how some financed needs can be tailored to meet particular circum- 
stances and conditions. 

I think that on the basis of information which we have accumulated, 
there is a need for pioneering work in this field by Government. I 
think it is primarily in the long-term loan end, and probably in the 
equity capital end, much more so than in the others. 

In those areas, I think that there is ample room at the moment 
for the Government to step into the picture, to determine what the 
problem is and how that problem can best be met. I think Government 
will probably do it better than private enterprise has up to this 
moment. 

The CuarrMan. What recommendation would you make—you have 
recognized these two areas that are not Govered now. The commer- 
cial banks can’t render that service under the existing law. They 
just can’t do it. 

How do you recommend this problem be approached? Should they 
have a capital bank set up as is proposed in one bill, or an investment 
association, as is proposed in another bill ? 

Mr. Rosertson. I am sure, Mr. Chairman, that you gentlemen know 
much more about this as a result of your studies en Ido. All I can 
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do is to give you the benefit of the views that I have developed over a 
period of years, but which may or may not be the best ones. 

If I were doing it, I would do it on an experimental basis. I 
would do it on a very flexible basis. I would set up some form of 

overnment agency and provide it with funds to launch experiments 
in this area. It could be through any number of types of institutions. 

I think that it should be done on a basis that would encourage pri- 
vate enterprise to come into the picture as fast as possible. I think 
that is one of the best things Government does, to show a thing can be 
accomplished in the hope that private enterprise will do it itself. 

Whether that would tei in the form of separate corporations or in 
the form of associations, I am not sure. 

The Carman. Would you have any objection to the use of sur- 
plus funds in Federal Reserve banks to use—for capital purposes— 
in setting up these organizations? 

Mr. Roszertson. I would think that would be an unwise approach, 
Mr. Chairman. I would think that this sort of a venture should be 
done on the basis that the risks would be known, the accounting would 
be uniform throughout, so that you and the people of the country 
would know the extent to which this particular area had unusual 
risks, the extent to — it could be financed on a profitable basis. 

As to taking surplus from the Federal Reserve banks, I would 
think that it would preferrable to appropriate funds in the ordin- 
ary course. I think it would be unfortunate for Congress to take 
surplus from the Federal Reserve banks for a specific purpose such 
as this. I would much prefer that if surplus is to be taken from 
Federal Reserve banks it would be covered into the Treasury, and 
appropriations be made out in the ordinary course. 

The Cuarrman. It was not done that way for the Federal Deposit 
Insurance Corporation ? 

Mr. Rosertson. I understand it was not. 

The Cuarrman. So we do have a precedent. 

Mr. Rosertson. It is a precedent, but I do not think it is a par- 
ticularly good one. I do not think it would be good if a siecedeet 
were established whereby anytime a particular item came up, you 
use, not appropriated funds, but rather the funds of the Federal 
serve System. 

The Cxamman. Do you agree with Chairman Martin that the 
banks have a nonproprietary interest in the Federal Reserve banks, 
and not an ownership? 

Mr. Rosertson. I think the commercial banks hold stock in the 
Federal Reserve banks, but all that represents, as far as I can see, is 
membership in the Federal Reserve System, for which they are com- 
pensated on a very good basis, as a matter of fact. They have no 
provrietary interest in the Federal System as such. 

The Cramman. The capital stock—Dr. E. A. Goldenweiser—you 
knew him? 

Mr. Rorertson. Yes, sir. 

The CratrmMan. He said that when Congress takes another look 
at the Federal Reserve System, we should consider that capital stock 
an unnecessary appendage, and that we should eliminate it like we 
would an unnecessary appendix. 

Do you agree with that? 
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Mr. Rozertson. I think you could operate the Federal Reserve 
ao without the member banks having stock in Federal Reserve 

anks, 

The Cuarrman. It doesn’t serve any purpose to the Government ? 

Mr. Roserrson. Not unless it stimulates interest in the Federal 
Reserve System, and I have my doubts about that. 

The CHarmman. The surplus funds—you don’t use those for any 
purposes ¢ 

Mr. Rozertson. No, it has been used in the past, but it is purely an 
accounting matter. 

The CuarrMan. Purely accounting. I want to confine my questions 
strictly to the proposals about financing small business. I want to 
yield to other members of the committee. 

Mr. Hill? 

Mr. Hitz. No questions. 

The Cuarrman. Mr. Evins? 

Mr. Evins. I have no questions. 

The Cuarrman. Mr. Moore? 

Mr. Moore. No. 

The Cuarrman. Mr. Multer? 

Mr. Motrter. Very briefly, Governor. 

The 6 percent that is payable now on the stock by statute to the 
private banks because of their membership in the Federal Reserve 
System is a rather high return, is it not? 

Mr. Rosertson. It is a very good return, in my opinion. 

The Cuamman. Don’t you think we should do something about 
it? It is there by statute. The only way to change it is to have 
Congress legislate. 

Mr. Rosertson. That would be up to Congress to change it, and 
I think before changing it, Congress ought to make a careful study 
of the entire Federal System to see whether or not that particular 
feature of the Federal Reserve System is worth its salt, whether or 
not you need stock ownership and dividends on that stock in order 
to encourage interest on the part of the commercial banks in the 
Federal Reserve System. If Congress should determine that it was 
a useless appendage and were to remove it, I’m sure the Federal Re- 
serve System could operate just as well without it as with it. 

Mr. Mutter. Don’t you think the Federal Reserve Board should 
come forward to us with a recommendation in the first instance? 

Mr. Rosertson. I did not hear you. 

Mr. Mutter. Don’t you think that the Federal Reserve Board 
should come to the Congress with a recommendation on this subject? 

Mr. Rosertson. I am not sure that is the way to approach it, Mr. 
Multer. It seems to me it ought to be a part of a thorough study by 
Congress of the whole Federal Reserve System before you tamper 
with one little phase of it. Therefore, I doubt that the board of gov- 
ernors should come forward with a proposal dealing solely with that. 

Mr. Mutter. Now, the section 13 (b) surplus—What would be done 
with that if the recommendation of the Federal Reserve Board is 
followed and section 13 (b) were repealed ? 

Mr. Ropsertson. The $27 million that you are referring to would be 
turned over to the Treasury in the ordinary course. Congress would 
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appropriate funds; the Treasury would spend that money as it was 
directed to do so by Congress. 

Mr. Mutter. Would there be any substantial objection on the part 
of the Federal Reserve Board if when we repeal section 13 (b)—I’m 
right that the Federal Reserve Board is recommending that we repeal 
that section ? 

Mr. Rosertson. That is right. 

Mr. Mutter. If, when we repeal as section 13 (b) we enact another 
statute, whether the Patman bill or the Multer bill or a combination 
of those two with or without some other proposals—we provide that 
that fund, instead of going back to the United States Treasury, should 
be used to finance this new investment corporation that is bein 


brought into being, do you think there would be any substantial . 


objection ? 

Mr. Rosertson. There would be no difference, as far as the economic 
effect in the use of that fundisconcerned. ~* 

I would think the better way—but you are a better judge of such 
things than I am—would be for Congress to have it go back into the 
Treasury and have Congress appropriate funds for specific a 

Mr. Mutter. Would there be any serious economic effect, if we took 
some part of section 7 surplus and asked that that be covered into the 
Treasury so that that could then be appropriated for some new instru- 
mentality brought into being, as an investment corporation or bank ? 

Mr. Rosertson. No economic effect would be had from the transfer 
of any funds into the Treasury that isn’t comparable to the same effect 
which flows from transferring to Treasury a percentage of our earn- 
ings. 

Mr. Mutter. This is probably repetitious, but I think we want it 
clear, if we may have it so. 

The surplus funds of the Federal Reserve banks are not presently 
invested ? 

Mr. Rozertson. Well, as I say, the surplus funds—it is purely an 
accounting matter. There are no $800 million of funds put over on a 
shelf someplace and not used. 

Mr. Mutrer. If we took any part of these surplus funds, all of the 
13 (b) and part of section 7 surplus, we are not going to upset the 
Government bond market by doing that? You don’t have any Govern- 
ment bonds lying in those surplus accounts that you would have to 
find a market for if you took the funds and covered them into the 
Treasury ? 

Mr. Ropertson. We could take all the surplus funds and all the 
reserves of member banks and turn them over to the Treasury, and 
it would not affect our bond portfolio one whit. That isn’t the way 
we buy bonds. 

Mr. Mutter. And it is also true that if every bank that had a right 
to get out of the Federal Reserve System should get out at one time, 
they could do it and it wouldn’t affect you ? 

Mr. Rosertson. It would not affect a single earning asset of the 
Federal Reserve System. 

Mr. Motrer. It would not affect the economy of the country, 
would it? 

Mr. Rosertson. It wouldn’t affect the economy, if the increase in 
bank reserve was offset, but it would not be good if all the banks got 
out, of course. 
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Mr. Motter. I appreciate that. 

Thank you, Mr. Chairman. 

The CHarrMan. Was the small business-report of the Federal Re- 
serve Board a surprise to you, in that it showed or indicated that dur- 
ing the credit squeeze, big business could receive plenty of credit, but 
small business did not receive adequate credit ? 

Mr. Rosertson. No, I cannot say that was a surprise to me. 

The Cuairman. Did you feel small business was receiving adequate 
credit ? 

Mr. Rosertson. I thought small business was receiving adequate 
credit, as was large business, but I also thought that large business was 
demanding much more credit than small business because that was the 
kind of an era we were in, when the big businesses were expanding, and 
therefore, their demands were much greater. 

The actual figures, I must say, are astounding, but the fact that big 
business did get. more credit during this period than small business 
was not astounding to me. 

The CuatrMan. But wasn’t it surprising to you that small business 
received so little? 

Mr. Rosertson. No, it was not particularly surprising, because in 
many instances, small business was not attempting to expand, and 
therefore did not have the same demand for credit. 

Also, I am sure, as the reports set forth 

Mr. Mutter. Mr. Chairman, I would like to interrupt to ask a ques- 
tion, here. The report you just referred to a moment ago in connection 
with a question of the Governor, is that the Staff study just put out? 

The Cuarrman. That is the report furnished by the Board of Gov- 
ernors. 

Mr. Rosertson. The first two volumes which have come over. 

Mr. Mutrer. May I make this correction, please, because I think 
it is causing a lot of trouble. The chairman has called it a report, and 
I think that is so because on the Senate side, the Staff, in getting up 
that document for use by Congress, placed on it a cover which called 
it a report. 

You, Mr. Chairman, were just as careful, together with the chair- 
men of the other committees, in referring to the document as a study 
and not as a report. The Board was careful to point out that they 
were not adopting any of the opinions of their own, but they have indi- 
cated these were the opinions of the men making the studies, and there 
are no recommendations there by the Federal Reserve Board. 

Nevertheless, some of the newspapers have picked it up and are 
quoting from it as a report of the Federal Reserve Board, as though 
it were the opinion of the Federal Reserve Board. 

The CuarrmaNn, I think you’re correct. 

Mr. Rosertson. It is erroneous, and I think you are correct to point 
it out. 

The CuarrMan. I’m glad you brought it out; it is a study. 

Mr. Robertson, isn’t it a fact that when the credit squeeze came and 
interest rates went up, large concerns did not want to get their money 
in the capital markets, because they did not consider that rate increase 
permanent, and they wanted to wait until the rates went down lower 
and had a firmer interest requirement to sell bonds or debentures, or 
anything else, to get capital, and they went into banks and got short- 
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term credit more than they did before, because they wanted to avoid 
putting long term obligations down ? 

Mr. Roserrson. I am sure that is true. 

The Cuatrman. Now, that being true, didn’t that deny opportunity 
to the little fellows? The little fellows had competition which they 
did not normally have because of that. 

Mr. Rosertson. That would only be true if the demands for credit 
by the little business were not met. I think that the demands were met 
to a very large extent; that is, the legitimate credit demands of small 
business. 

The Cuarrman. Now, concerning the stock, we have agreed that the 
stock really served no purpose. You don’t operate on stock at all, and 
don’t operate on surplus, and don’t operate on reserves of the commer- 
cial banks. 

Mr. Rosertson. Not at all. 

The Cuarrman. You operate on the credit of the Nation ? 

Mr. Rosertson. Completely so. 

The Cxuarrman. I want to make that plain, because although you 
differ with some of us on the question of how you should use that sur- 
plus, you do admit that there is at least one precedent for it, the FDIC, 
which you consider a bad precedent ? 

Mr. Rosertson. That is right. 

The Cuarrman. And that all of the surplus funds could be taken, 
and it would not hurt the Federal Reserve System ? 

In other words, the $800 million could be transferred tomorow to 
the Treasury. 

Mr. Rosertson. Let’s put it the other way around, if I can, Mr. 
Chairman. 

The CrHarrman. Yes. 

Mr. Rosertson. The whole 809, or whatever it is, million dollars 
could be transferred out of the Federal Reserve System, and we could 
still carry on our open market operations exactly the same as we do 
at the moment. 

The Cuarrman. And it would not interfere in any way ? 

Mr. Rosertson. Not at all. 

The CrHatrman. With the Government bond market, or anything 
else ? 

Mr. Rosertson. Well, I would not go so far as to say that, because 
once you transferred, say, $800 million out of the Federal Reserve 
System into the Treasury, the Treasury would spend those funds, 
they would come back into the banks, and you would be adding to the 
reserves of the member banks. We would have to offset it in some way. 

The Cuarrman. Even though it went to the Treasury ? 

Mr. Rosertson. It would not make any difference whether it went 
to the Treasury. 

The Crarrman. I think you are right about that, but what about 
$120 million? That wouldn’t be enough 

Mr. Rorertson. You can always offset any amount. We can even 
offset $800 million, if we had to, but it would create a problem. 

The Cuarrman. You could sell Government securities. 

Mr. Rozertson. And absorb reserves. 

The Cratrman. And it wouldn’t be any trouble at all to offset $120 
million, would it? 
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Mr. Roserrson. You could offset any amount like that without any 
great difficulty. 

The CuarrMan. Without any trouble or inconvenience. 

Mr. Rosertson. That is right. 

The Cuarmman. Any other questions, gentlemen ? 

Would you like to add anything, Governor, to what you have said? 

Mr. Roserrson. No, I think not, Mr. Chairman. 

The Cuarrman. It is very nice of you to come up here and give us 
the opportunity of interrogating you, and you have very frankly and 
forthrightly answered our questions, which we appreciate. 

Mr. Roserrson. Thank you very much. 

The Cuarrman. We are glad to have you. Glad to know you better. 

Suppose we take a recess for 10 minutes. 

(Short recess. ) 

The CHarrman. The comimittes will come to order. 

Governor Shepardson, we appreciate your attendance. We appre- 
ciate your responding to our invitation. We are making inquiries 
about financing small businesses. We believe there is a need for some- 
thing that will enable small business to get venture or equity capital 
and long-term loans, get capital financing that they cannot now obtain 
from the commercial banks. 

Do you feel like there is a need for something like that, Governor? 


TESTIMONY OF CHARLES N. SHEPARDSON, GOVERNOR, FEDERAL 
RESERVE SYSTEM 


Mr. Sueparpson. Yes, I do, Mr. Congressman. It seems to me that 
both the results of our recent study—so far as it has been completed— 
and my own observations over a period of time would indicate that 
particularly in the area of equity, and to some extent, at least, in the 
long-term credit area, there is probably a deficit area that needs to be 
bridged in some way. 

The CHatrmMan. Were you surprised when your recent study dis- 
closed that the small businesses were squeezed so much during the 
credit squeeze when the large concerns were getting all the credit 
they needed ? 

Mr. Suerarpson. I would have to answer in two ways, I think. 
Yes, I was surprised at the magnitude of the figures 

The CHarmman. That is what I mean. 

Mr. Sueparpson. I think that the cause of the difference may not be 
entirely clear to us as to whether or not the lesser amount of credit 
extended to the very small businesses was due to lack of availability 
or lack of as much ‘need of credit on the part of small business that 
was apparently prospering pretty well at that time. 

Certainly I was surprised at the wide discrepancy in amounts. 

The Crarrman. Since your Board is recommending the repeal of 
section 13 (b) and the return of that $27% million to the Treas- 
ury, and since under section 13 (b) there is the only opportunity re- 
maining for small concerns to get financing between $250,000 and 
$5 million, and since this will be eliminated, this opportunity will be 
eliminated by the repeal of section 13 (b), do you have in mind any- 
thing that is definite to take its place or that should be recommended 
to take its place? 
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Mr. Sueparpson. Mr. Chairman, of course we are aware that there 
have been a good many proposals—— 

The CHarrman. Yes. 

Mr. Sueparpson. That might be undertaken. I think something, 
as I have indicated, is desirable—some organization, some setup whic 
might provide a basis of getting a start, which probably will have to 
come from some Government assistance to begin with, but that would 
induce private investment, so that we might possibly get a situation 
similar to that which was developed in our aa credit picture. 

The Cuatrman. You mean the Federal land bank ? 

Mr. Sueparpson. Comparable with our land bank system, where 
ultimately if there is the need, which I suspect there may be, and ‘if 
it can be put on a sound financing basis, which I think it should be, 
private capital could be interested to the point that it might even- 
tually take over and replace the Government capital, as has happened 
in our farm credit picture. 

The Cuarrman. There is at least one bill pending, that is No. 10345, 
that provides something along the lines of the Federal land banks. 

Are you acquainted with that bill? It is one that I introduced and 
other members of the committee introduced, 

Mr. SHeparpson. Yes, I am. 

The Cuarmman. Do you see any criticisms or objections to it, or 
do you desire to offer any criticisms or any objections to it, Mr. Shep- 
ardson ? 

Mr. Sueparpson. I think that I would raise some question, yes. 

In the first place, it seems to me that we are concerned with an area 
here that is going to be a relatively new approach and type of financ- 
ing, and that it might well be developed on more of a growing ex- 
ploratory basis and adapted as it grows. 

I would question whether it were desirable to start off on quite 
the extensive scale that this bill proposes; if it might not be better to 
start in a smaller way and grow and develop as the situation points 
the way to develop. 

The CHarrman. Excuse me. Doesn’t the bill contemplate that? 
In other words, these associations have to be organized locally. 

Mr. SuHeparpson. Yes, that is true. 

The CHarrman. And that will depend upon local support to have 
a successful association. 

Mr. Sueprarpson. That is right. 

The Cuarrman. Any $10 million in a Federal Reserve District, you 
would not consider that excessive, would you, Governor Shepardson ? 

Mr. Sueparpson. I would question whether we could set up, prop- 
erly staff and organize to start out at that level in the beginning. It 
would seem to me that it might be better if we could start with a 
pilot organization, grow and develop both procedures and personnel 
for this program. 

The Cuarrman. Do you see any reason why we should not use a part 
of the surplus fund of the Federal Reserve banks for the purpose of 
helping out these institutions? 

Mr. Sueparpson. Again I would answer in two ways: 

I would think it not desirable to proceed directly from the Federal 
Reserve funds to the financing of these organizations. 

It seems to me that in any program of this kind, it would be pref- 
erable if it could follow the regular appropriation procedure—that 
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the Congress provide what funds might be necessary for starting such 
a system through the regular a propriation rocedure. 

Now, as to the use of these tonka as you know, this thing has been 
discussed oak and I am aware of some of the comments that have 
been made. I don’t think that I or anyone else could say that the 
taking of the proposed amount from the Federal Reserve surplus 
would seriously impede the operation of the Federal Reserve banks; 
but I think it is not a matter of whether the money could be spared 
or not. It is a matter of principle whether it is a desirable thing to 
use this surplus 1 in that way. 

The CHarrMan. Directly. 

Mr. Sueparpson. Yes, sir. 

The Cuarmman. The truth is, Governor Shepardson, and I believe 
you would agree, that if the Congress just said that you must deliver 
over $120 million to the Treasury tomorrow, it would not affect your 
operations at all, would it ? 

Mr. Sueparpson. That is right. 

The Cuarrman. And you could re: ully give up the whole surplus 
fund and not affect your operations? 

Mr. Sueparpson. On that I would raise a question, Mr. Chairman. 
So far as the financial operations, I think you would be correct. So 
far as affecting our operations—when you consider the effect on public 
relations, on the attitude of the people about what is considered a 
sound structural organization—it would have a psychological effect 
on the reaction of people to the condition of the central bank, if 
we consider the system as our organization of a central bank; and the 
doing away with or impairing seriously the surplus of the bank, 
would be more psychological than real as far as any effect on 
operations—— 

The Cxuatrman. I can see where it could conceivably have a psy- 
chological effect, but of course it could not be real, because you don’t 
operate on the surplus. You don’t operate on the capital stock, 
either. 

Mr. Sueparpson. I recognize that. 

The Cuarrman. You have never invested either one, have you, the 
capital stock or the surplus? 

Mr. Sueparpson. No. 

The Cuareman. For all practical purposes, the surplus funds are 
idle and unused, aren’t they ¢ 

Mr. Sueparpson. Let me say right here, as you already know, I 
am not a professional banker. I find some of these money problems 
very difficult. 

But as I understand it, when this money comes into the Federal 
Reserve, whether it be stock, the capital funds, or whether it be sur- 
plus, the money drawn out of the commercial stream, so to speak, 
into the Federal Reserve banks to all intents and purposes is nullified 
completely. 

In other words, it is only a bookkeeping entry of what has been 
turned in. To say that we have that money on the shelf, if T wnder- 
stand anything about this money system—it is my understanding that 
funds drawn into the Federal Reserve System are expunged, that those 
funds or credits are recreated when they go out of the System. 

The Crarrman. Of course, that is what you operate on, the creation 
of credit. 

25312—58—pt. 2—-—_5 








474 PROBLEMS OF SMALL-BUSINESS FINANCING 


Mr. SHeparpson. That is right. 

The CuarrMan. Rather than any funds. 

Mr. Sueparpson. That is right. 

The Cuarrman. You state that the funds should be appropriated. 
You are aware of the fact, Governor Shepardson, that each year it 
costs the Federal Reserve System, and of course that is money that 
belongs to the Government, about $121 million—last year I think it 
was $131 million—to service the collection of checks and rendering 
other services for private commercial banks, most of which belong 
to the Federal Reserve System, but some of them do not belong to 
the Federal Reserve System, but they get their checks cleared just 
the same. 

Now, if you say all these things should be done by appropriation, 
do you think that the Congress should appropriate this money to pay 
the cost of the services rendered the private banks? 

Mr. Sueparpson. No, because the Congress, in creating the Federal 
Reserve System, created an organization to handle that operation, 
and set up the procedure by which we would do it. 

I think if the Congress in its wisdom saw fit to change the whole 
operation, then that would be something else, but under the type of 
organization that we have, I would think not. 

The Crarrman. Mr. Hill, do you have some questions ? 

Mr. Hr. Governor, it is nice to have you before our committee, 
and while Mr. Patman, the chairman of the committee, claims you 
as a Texan, you originated not only in Colorado but in my own home 
town. 

Mr. Sueparpson. I am proud to claim both of them. 

Mr. Hux. That is fine for us. 

The Cratrman. Fine for Texas, too. 

Mr. Hix. That’s right. We are not finding any fault with your 
claiming him, because we are all proud of the kind of work he has 
been doing. 

Mr. Mutter. May this Brooklynite claim to be a distant cousin, 
since there is a Brooklyn in Texas, too. 

(Discussion off the record.) 

Mr. Hix. Getting back to this—a moment ago in your conversation 
with the chairman you spoke of an organization such as the Federal 
land bank. You are quite familiar with the organization of the 
productive credit associations that we had for livestock all through 
the West, and they did and are doing valiant service. 

Mr. Sueparpson. Yes, sir. 

Mr. Hix. For the livestock industry in that area. 

If we had that same type of equity credit for small business, small 
businesses which are really economically sound and necessary in the 
community, some type of an organization such as that to help small 
business, you are convinced, are you not, it would be worth while 
setting up such a banking institution ? 

Mr. Sueparpson. I think it would, Mr. Hill, yes, sir. 

Again I would say, I think we are moving into or talking about 
moving into a new area that has to be developed as that had to be 
developed—into the realm of commercial business other than 
agriculture. 

The move that was made sometime back in furthering the develop- 
ment of longer term credit, intermediate credit for business, was a 
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development that needed some leading on the part of Government 
that private financing institutions then came into. 

I would hope that we could get a program of this kind started and 
develop it on a sound basis, because I think it must be on a sound 
basis—I don’t think that we would help in the end by having a highly 
subsidized program. 

I think what we are wanting to do is to find equity capital and 
necessary long-term credit for business that has an opportunity. 
There is always some risk, and I know we would get some institutions 
that might not measure up. 

But it should be on a basis, it seems to me, that would be sound and 
would carry itself with such help as might be needed to get it under- 
‘way and generate both the interest, the knowledge of procedure and 
the organization so that it could carry on. I would hope that over a 
period of time there would be generated sufficient private support that 
Government support would no longer be needed. 

Mr. Hit. Isn’t this a fact: that the entire stock of credit associa- 
tions in many localities are now at this time completely owned by the 
local people ? 

Mr. Sueparpson. It is my understanding that something over 400 
out of about 450 are on private capital right now, yes. 

Mr. Hitz. Couldn’t we work on that same basis as the Productive 
Credit Association, with the idea that the local people finally would 
own all the stock? 

Mr. Sreparpson. That would be what I might hope, yes, sir. 

Mr. Hitz. That was the thing I had in mind. 

We are happy to have you with us here today and appreciate your 
coming here. 

That is all, Mr. Chairman. 

The Cuatrman. Mr. Evins? 

Mr. Evins. Governor Shephardson, this committee is interested in 
finding ways and means to solve a rather acute problem. We get about 
generally the same answer that it ought to be solved, but we don’t get 
any too much real assistance in telling us how it should be done. 

We know that the commercial banks by Jaw are prohibited from 
making long-term capital loans. They can’t do it. The RFC has 
been liquidated. 

Mr. Suerarpson. That is correct. 

Mr. Evins. They can’t do it. The Small Business Administration 
in a very modest way has made a few loans here and there, but it is 
not solving the problem. 

Over a series of hearings that I have attended over the past few 
years, there is nothing that appears to be more critical than the need 
for long-term capital loans. 

Now, commercial banks can’t do it. The RFC can’t doit. And you 
have a 13 (b) precedent in the Federal Reserve System that I have 
learned about, and I understand that you haven’t been very effective 
in making loans there. . 

Why haven’t you done that when you already have statutory au- 
thority and funds to do it? 

Mr. Sueparpson. Mr. Evins, I am not too familiar with the history 
of 13 (b), but as I understand the situation, the limitations on the use 
of 13 (b) funds are hardly such as to meet the needs of what we are 
talking about right now, in terms of long-term and equity funds. 
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As I understand it, there are limits on the use to which that can be 
put. It is for going, established concerns. It is for working capital, 
and it is for limited periods of time that hardly meet the situation 
that we are concerned about here. 

Mr. Evins. You said we ought to be started on a sound basis and 
on a modest basis. 

How much would you say, as a governor of the Federal Reserve 
System, would be the proper required operating capital to begin such 
an organization federally sponsored in, say, one Federal Reserve 
district ? 

Mr. Suerparpson. I don’t know that I could give an appropriate 
answer as to how much it should take to get such a program started. 
I would think that we might well start a pilot organization with a $5 
million capital. 

Mr, Evins. If you say $5 million, that is one-half of that which is 
proposed by the chairman’s bill. 

As you know, he is proposing for each of the 12 Federal Reserve 
districts to withdraw $10 million from surplus in that district and put 
that money which is unoccupied—it is unused, it is idle and unused— 
and put it to work. 

If we took $10 million from the Atlanta Federal Reserve District in 
my area, would that impinge upon the operations of the Federal 
Reserve System or hurt it or impair it in any way in its operations? 

Mr. Sueparpson. Not at all, except as I answered the Siishian a 
bit ago—the psychological effect, whatever that may be, of drawing on 
the Federal Reserve surplus. As to its operations, no, I think it 
wouldn’t affect it at all. 

Mr. Evins. These surpluses have been built up over a number of 
years, from 1913 when the System was first ioctl. 

Don’t you think in these times some of this money ought to be put 
to active use? 

Mr. SHeparpson. As I said a minute ago, if I understand the situ- 
ation correctly, you say put this money to use. Actually the monev 
isn’t there. 

There was a bookkeeping credit. When that money is drawn out of 
the commercial system of the country and put on the Federal Reserve 
books, to al] intents and purposes it ceases to be money or credit. 

Mr. Evrns. You speak about this being a new era. I don’t think 
it is entirely new. Every big business in this country was at one 
time a smal] business, and 9 out of 10 of the jobs that are provided 
in this country are provided by small business. 

These people pay taxes, they employ people, they are a very im- 
portant segment of our economy, and our economy has developed to a 
situation where big business is merging and consolidating with smaller 
businesses, and is getting the larger share of the Government contracts. 

To keep our economy in balance, I think this Nation should doe some- 
thing to aid the small-business segment of our economy. It has been 
very important to the history of our country in the past. 

Mr. Sueparpson. I would thoroughly agree with you. I agree that 
small business is not new, but this approach to financing or assistin 
in financing small business, I think, is new. That is what I referre 


to. 
Mr. Evins. It is not entirely new, is it, Governor Shepardson, with 


respect to financing through the Federal land banks to the farmers? 
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Mr. Sueparpson. No. And I have cited that as an area where we 
have done something of this kind, and I think advantageously. 

Mr. Evins, Isn’t about the main objection to the bill, as I have seen 
it, that the Governors of the Federal Reserve System don’t want the 
reserve funds drawn out to be used for this purpose, but they would 
prefer that it would be direct appropriations ? 

Isn’t that about the meat in the coconut? 

Mr. Sueparpson. That is part of it. As I recall the bill, it pro- 
vides that the Federal Reserve banks provide facilities for these pro- 
posed 12 small business capital banks. 

The Cuatrman. That is a room in the building for operations. 

Mr. Snrerarpson. I understand. That is what I was referring to, 
to provide space. I believe the bill says “facilities,” which might in- 
clude a number of things. But to whatever extent it is included 

The Cuatrman. They would have to go up and down in these ele- 
vators, Governor. 

Mr. Sreparpson. Yes, we would provide the various utilities. We 
might provide various other services. I think there would be two 
objections to that, and I am glad you mentioned that, because when 
you asked if there were points that I would object to, that I think 
would be unwise, I overlooked these two points, 

In the first place, it would seem to me that whatever expense is in- 
volved in this program should be identified with the program, to the 
extent that the Congress and the people generally might know what 
this program is costing. 

I am not raising the question of objection to the cost, but I think it 
should be identified and we should know what the cost is, and not be 
on a basis of providing facilities of one kind or another. 

The Cuarrman. Would you yield a minute? 

Mr. Evrns. I yield. 

Mr. Sreparpson. If I could just finish, my second objection would 
be this: If these organizations are to succeed, they are going to need 
to be aggressive organizations. They are going to be going out and 
doing this job. It is the job of the Federal Reserve System to look 
at the total credit supply and needs of the country, and there might 
be times when it was within sound policy of the Federal Reserve Sys- 
tem to be restraining credit, at the same time some help should be 
going to these people, and we would find ourselves going two ways 
at once. If they were in the same building, the public reaction is that 
it is a part of the same organization, and I think it would be unfor- 
tunate. 

Mr. Evrns. Governor, I can see your position in that regard, and I 
personally would not object. I think I would prefer that they be in 
separate buildings or separately housed or perhaps rent an office some- 
where in the area. That to me is not a major consideration. 

Mr. Sueprarpson. No. But it isa point in the bill that I would want 
to take exception to. 

One other point that occurs to me, to go back to your question 
originally, if I may, Mr. Chairman, of objections. If I recall cor- 
rectly, I believe there is a limitation on the interest to be charged. 

The CuarrMan. That part can be adjusted, you see, in the bill, and 
also about the housing. But remember this, Governor Shepardson, 
you house the Clearing House Association. You even house the 


American Bankers Association. 
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Mr. Sueparpson. I realize that. 

The Cuamrman. How can you justify denying a small-business or- 
ganization access to a part of your rooms on the theory that you don’t 
want anything else in there, when you are letting the American Bank- 
ers Association have quarters ? 

Mr. Sueparpson. We do when we have available room. We have 
tried in these several banks in building programs to provide for our 
future needs, and that means that in some of the buildings’we have 
space temporarily unused. ( 

The organization you refer to, the Clearing House, is a service to 
a part of our responsibility, because it is a direct handling of checks 
that facilitates our regular work. This operation we are talking 
about, however, is something that, as I just pointed out to Mr. Evins, I 
think should not be involved with our basic job of credit and monetary 
control. 

Mr. Evins. I am inclined to agree with you, Governor, and since the 
Board is recommending the repeal of 13 (b) and you have a history 
of not being effective in that area, I think it might well be completely 
divorced from the Federal Reserve. 

Mr. SHeparpson. I think that would be desirable 

Mr. Evins. Because history has shown that there was an attempt 
in a modest way to render some service in this field, that it hasn’t 
worked out successfully. 





Ordinarily, people from Texas and Colorado, they think big in these * 


matters, and they don’t always start on a modest basis, but I appre- 
ciate your testimony. 

The Cuamman. Mr. Multer. 

Mr. Mutrer. Thank you. 

Governor, while it is foreign to the purposes of this inquiry, I would 
suggest that your Board consider the advisability of refusing to permit 
the American Bankers Association to have any space in Federal 
Reserve buildings, even if the space would otherwise stand vacant. 
I urge that very seriously. 

In my opinion, the American Bankers Association is, in the main, 
a lobbying organization, both in Washington here with the Congress 
and with the State legislatures, and I think their interests are adverse 
to those of the Federal Reserve bank in that regard. 

I do not think they ought to be permitted to have quarters in any 
Federal Reserve bank building. It is quite different from housing 
the New York or any of the Clearing House Associations. They are 
carrying on a strictly banking function in the public interest. 

The American Bankers Association is carrying on a strictly bankers’ 
function in the sole interest of the bankers, and while I am not contend- 
ing or suggesting that they are doing anything wrong in the quarters 
that they occupy, I think they ought not to occupy Government 
quarters, and that is what, in effect, they are doing. 

Now, to get to the subject under consideration : 

I joined with Mr. Patman in introducing, as other Members did, a 
bill exactly like the one he introduced, and we are talking about. 

Prior to that I had been working on a bill of my own, which was 
finally completed and was also introduced. 

Did you by any chance see that bill ? 

Mr. Sueparpson. I believe not, Mr. Congressman. 
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Mr. Mutter. I thought that possibly that might meet your idea of a 
more modest approach to the same problem. The principle is the 
same, except that among other things it calls for moneys to come, 
rather than from the Federal Reserve Board, from the United States 
Treasury. 

It calls for public investment, private investment coincident with 
Government investment, with private industry finally taking it over, 
and it ison a much more modest basis than that of Mr. Patman’s. But 
I don’t want to get into a discussion as to whether it should be $120 
million or $40 million. 

I think that somewhere in between we could work out that more 
modest approach and satisfy everybody, so we could start this on an 
experimental basis and get it under way. I don’t think you can do it 
on a basis of going into one Federal Reserve District first and trying 
it there. We might try it on a basis, a nationwide basis, on a small 
or a more modest approach. But I don’t think we could constitution- 
ally go into one Federal Reserve District with this kind of an institu- 
tion and say we try it here and ignore the other eleven. 

Mr. Sueparpson. I would agree with that. 

Mr. Mutter: There is another thing that I don’t quite understand, 
and that is what appears to be the attitude of your Board that since 
this is the law, when you come before us and other committees, that 
you ought not to come forward and make some recommendation to us. 

Each time we suggest some of these things to you, you say, well, that 
is the statute, if you want to change the statute, it is up to the Congress. 

Yes, it is, but we look to you for guidance, and I think you ought 
to come forward and give us that guidance. 

Mr. Sueparpson. Are you referring to what I had to say about the 
surplus and the capital ? 

Mr. Mutter. Yes. 

Mr. Sueprarpson. If you want my opinion, I think the Congress did 
an excellent job in the creation of the Federal Reserve System as it 
is, that it was a very happy compromise between the typical central 
bank of other countries and the straight commercial banks with no gov- 
ernment bank, that we have developed something here that is unique in 
the history of world finance, that it is sound, and that there is an ad- 
vantage in maintaining the semblance of the typical corporate struc- 
ture. Even though I admit that we don’t have to have that capital 
and surplus to operate, that does present a picture to the public that 
lends confidence and strength, and something that they are familiar 
with in other organizations and operations that they seek. 

So if you want my opinion, I would not want you to change it. I 
think it is good, as it is. 

Mr. Mutter. Let me ask you this, along that same line: 

While most other countries, ignoring now the totalitarian coun- 
tries, have called upon your Board and have received guidance from 
them in setting up their own central banks, most of the free coun- 
tries of the world that have set up central banks—am I not right that 
in almost every instance, I can’t think of a single instance in any 
country, outside of the totalitarian states, that has a central bank, 
where the central bank is not absolutely and completely owned by 
the government, and there is no pretense that the private banks own 
or operate the central bank. 
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Mr. Sueparpson. Yes, I think that is correct. I still think that 
the compromise that was developed in this country in the development 
of this system was a wise one that, in our circumstances, has given 
strength to our total monetary and credit system. 

Mr. Mutter. In the main, I agree with you, but I am sorry to find 
that you won’t go along with me that while we have taught the other 
countries to set up a central bank as a government institution, we con- 
tinue here our original thinking of 1913, that this is really a banker’s 
bank and not a Government bank. 

Mr. Suerarpson. I think that on that particular point, Mr. Con- 
gressman, there is some difference of opinion. I think we have never 
contended that the central bank, the Federal Reserve System, is owned 
by the commercial banks. On the contrary, we have taken every oc- 
casion in my knowledge to disabuse that idea. I don’t contend that at 
all. 

The Federal Reserve System is a type of organization that was set 
up to give a picture of a typical corporate organization that the rest 
of the country would recognize. To say that it is owned by the private 
banks, I don’t know of anyone in the System who has ever said that, 
and I know of many, including myself, that have tried to disabuse 
that idea whenever we encounter it. 

Mr. Mutter. I think maybe we got the wrong idea from Governor 
Mills, but it seemed to me that he created the impression that this stock 
of the Federal Reserve banks is owned by the banks, and it is really 
stock with a proprietary interest. 

He is the only member of your Board that I know of who has come 
before any of our committees and indicated that opinion. All of them 
have indicated the same opinion as you have. 

The CuamrMan. He didn’t say proprietary interest, Mr. Multer. 

Mr. Mutter. No, but he left the inference. 

The Cuarrman. He said preferred stock. 

Mr. Mutter. He left the inference it was actually stock to the same 
extent that a private bank would issue stock. 

Mr. Sueparpson. If I might describe my understanding of this 
stock, it is a flexible membership fee, or a sliding scale membership fee. 

Mr. Mutter. Yes. 

Mr. Sueparpson. It is not stock in the actual sense of the word 
“stock.” 

Mr. Mutter. Yes. That is a good definition. That is the way I 
have always looked upon it. 

And of course we have had some of the members of the American 
Bankers Association come before the Banking and Currency Com- 
mittee and take the same view as Mr. Mills: “Why, this is our bank. 
The Federal Reserve bank belongs to us, the private bankers.” 

Mr. Sueparpson. I have heard that, and I would disagree with it. 

Mr. Mourer. Of course, when they are allowed to occupy Federal 
Reserve bank quarters, maybe they get the idea that they do own the 
bank. They certainly seek to create that impression. 

Mr. Sueparpson. I may say right there, and I think I am correct 
in this, the few instances where the ABA has some space in our 
Federal Reserve banks, they are paying rent for it. 

Mr. Motrer. I would not care if they paid you twice what the going 
rental value was in that area. I say again, I think you should keep 
the space vacant rather than let them occupy it. 
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Mr. Sueparpson. I think you have made a point, sir 

Mr. Mutter. It is better to forego that revenue, rather than having 
the ABA or any other bankers association sharing quarters with the 
Federal Reserve. 

Mr. Sueparpson. I think you have made a point, and I will be glad 
to take the thing under further consideration. 

Mr. Mourer. Thank you. 

The Cuatrman. I just want to ask you, Governor Shepardson, did 
you read the testimony before the House Committee on Banking and 
Currency concerning §. 1451, in which I placed in the record a synop- 
sis or summary of the information that I obtained from the audit of 
the Federal Reserve System ? 

Mr. SHEPARDSON. Yes, sir. 

Mr. Cuatrman. Are you startled or shocked at any of those dis- 
closures ¢ 

Mr. Sueparpson. I was startled, yes. I would not say that I was 
shocked, Mr. Chairman, because I think that when we get into those 
disclosures—in the first place, they had all previously been disclosed 
to the Board in the examination reports that came to us, and which 
were transmitted to you and to the committee. 

There were some things that have taken place in times past that, yes, 
I would say I was shocked about. But those things have been taken 
up with the banks under the Board’s responsibility of exercising some 
supervision over their expenditures, and I think to a large extent, if 
not completely, those points to which exception might have been 
taken have already been referred to the banks and corrections made. 

As toa number of the things that were included, frankly, Mr. Chair- 
man, I thought they were things to which there should have been no 
exceptions. I thought they were perfectly legitimate things. 

The Cuarrman. You don’t buy the idea, though, that the mone 
belonged to the Federal Reserve banks and they had a right to spen 
it in any way that they chose? 

Mr. Sueprarpson. To say “belongs to the Federal Reserve banks,” 
yes, but with the understanding that the Federal Reserve banks them- 
selves are an organization of Government, and that they are respon- 
sible for it in their custody of Government money, I would say that— 
that they are responsible for it. And under the organization that we 
have, the boards of these banks are given the responsibility for con- 
ducting the business of those banks. 

The Cuarrman. That’s right. 

Mr. Suerarpson. And that to the extent that they passed on those 
expenditures, they were exercising their responsibility. 

Now, whether they experienced good judgment in all cases is a 
different question, and the Board has already indicated that it has 
questioned their judgment on some of those expenditures, and prac- 
tices have been changed. 

The Carman. Just one other question, Governor Shepardson: 

You are acquainted with Texas and Houston? 

Mr. SHeparpson. Right. 

The Cuarrman. You are finishing a bank building down there in 
Houston. 

_ Mr. Sueparpson. I understand they finished it last week and moved 
in. 
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The Carman. What kind of inscription did they put over the 
front of it? Do you know? 

Mr. Suerarpson. I wasn’t down there to see it and I am not sure, 
but I think it has just the words “Federal Reserve.” 

The Cuarrman. Just “Federal Reserve” ? 

Mr. Sueparpson. I believe that is correct. 

The Cuamrman. Do you justify the building of a $2%4 million 
building at Houston to render service for the Government? You can’t 
justify it for the member banks. You have no obligation to take on 
any of their responsibilities at Government expense. 

How do you justify a $214 million building in Houston when the 
normal business there is a very small amount each year, and that is 
all based upon loans on United States Government securities ? 

How can you justify a building under those conditions, Mr. Shep- 
ardson ? 

Mr. Sueparpson. You say the normal business there ? 

The Cuarrman. Is very small. All the business is on United States 
Government securities. I mean the loans and discounts, the earnings 
for that branch are based upon loans on Government securities. 

What I am trying to say is, no judgment or discretion, either, was 
necessary. A telephone on the desk of the person in Houston who 
wanted to deal with the Federal Reserve bank in Dallas would have 
sufficed, it occurs to me, in completing the transaction. 

How can you justify a bank, a $214 million expenditure, under those 
circumstances, when they are rendering no service and doing no busi- 
ness with the Government except on Government securities? 

Mr. Suerarpson. I think that you are overlooking or omitting the 
service of check processing that goes on there. 

The Crarrman. That is for the private banks. That is for their 
convenience. 

Mr. Sueparpson. I am not sure, Mr. Chairman. I think it is a part 
of the System’s responsibility in facilitating the clearing of the public’s 
checks, 

You say it is the banks. Yes, it goes to the banks, but it is the 

ublic’s money that is conerned in the transaction of their business. 
Tf we were to follow that to the limit, we might say that we have it all 
right here in Washington. 

The Crarrman. Have we? 

Mr. Sueparpson. That we might have all of these Federal Reserve 
buildings here in Washington. You can get on a telephone from any 
place in the country, as far as that is concerned, to clear a loan. 

But the processing of the country’s business, the checks, is of advan- 
tage to the country, not just to the banks that are involved. 

The Cuatrman. Yes, including Sears & Roebuck, and anybody else. 

Mr. Sueparpson. Anybody that is concerned. Our business is done 
largely with checks today, and the public is interested in the prompt 
execution of those transactions. 

The Cratrman. Thank you very much, Governor Shepardson. 

You have answered us in a forthright manner, and we appreciate 
the answers you have given to us in response to our questions. 

Did you have any statement that you would like to make? 

Mr. Sueparpson. First, I would like to say I appreciate the oppor- 
tunity, Mr. Chairman, to appear before the committee and answer such 
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questions as I could. I just thought that the committee might be in- 
terested in an announcement that went on the wire at 4 o’clock, 2 
announcements of further credit actions. 

One, the reduction of discount rates at the banks in New York, 
Philadelphia, Chicago, St. Louis, and Minneapolis, from 214, the pres- 
ent rate, to 134. 

Those were on recommendation of the boards of those several banks 
which came to the Board today, and then an announcement went out 
this afternoon. 

The other is a change in reserve requirements where effective to- 
day the reserve requirements on central reserve city banks will be 
reduced one-half of 1 percent, and effective a week from today, 
April 24, the reserve requirements on central reserve and reserve 
cities will be reduced one-half of 1 percent, making in the two actions 
a reduction of a total of 1 percent on central reserve cities, and on 
reserve cities one-half of 1 percent. 

That will release approximately $450 million added reserve. 

the CuarrMAn. I don’t see the country banks in here. Where are 
they ¢ 

Mr. Sueparpson. The country banks are not in here, sir. 

The Cuarrman. What is the matter that they are not in here? 

Mr. Suxeparpson. Partly the situation of the market. At the pres- 
ent time, central reserve city banks actually have a small deficit of 
free reserves. Reserve city banks have a free reserve position of 
something in the neighborhood of 100 million. 

The country banks have the free reserves of about $450 million at 
the present time, and this was adjusting to the needs of the market for 
several classes of banks. The country banks have 450 million of free 
reserves right now. 

The Cuarrman. What isthat ? 

Mr. Sueparpson. The country banks have a free reserve position 
right now of about 450 million. 

The Cuamman. Well, of course, you are not doing it for this pur- 
pose, but this will help in the areas of speculation and will give them 
a windfall, give these banks a windfall upon which they can make 
loans aggregating about $3 billion, won’t it ? 

Mr. Sueparpson. Three billion ? 

The Cuarrman. They will be able to make loans aggregating about 
$3 billion on these free reserves. 

Mr. Sueparpson. Possibly close to that. 

The Cuatrman. How are you going to get the prime rate down, Gov- 
ernor Shepardson ? 

Mr. Snueparpson. I think that the pressures that develop is what 
is going to affect that rate. I think if there is more money available 
in the market, they are going to be looking for places to put that money 
profitably, and that is one of the primary factors in getting the rate 
down. 

Further, the move on discount rate, for whatever psychological 
effect that has, is also in that direction. 

Mr. Mutter. Is there a new Government financing in the offing ? 

Mr. SHeparpson. Sir? 

Mr. Mutter. Is there any new issue of Government bonds about 
to be offered to the public? 

Mr. Sueparpson. Not that I know of, sir. 
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The Cuatrman. That philosophy that the bankers have, that in 
order to get lower interest rates you must load the banks down to where 
they will just suffer under the staggering load of excessive money, 
and just have to put it out, I don’t agree to that at all. I don’t think 
we ought to do that. 

Mr. Mutter. Mr. Chairman, if we are right in hitting the Federal 
Reserve Board so hard because of their tight-money policy and say- 
ing that the administration is responsible for fostering a tight-money 
policy, I don’t think we can now hit them when they loosen up. 

The Cuatrman. I am for loosening up. 

Mr. Mourer. This action does loosen this tight-money policy con- 
siderably, and it is going to make more money available. 

The Cuarrman. Sure. 

Mr. Mutter. If the interest rate comes down as a result of it, I 
say “Hurrah.” 

The Cuarmman. Listen, here is my position: It is all right to reduce 
this discount rate, that is very fine, but they ought to do the other 
through the open market transactions. They ought to go into the 
open market and buy Government bonds, and you do the same thing 
as reducing reserve requirements, but the Government would benefit 
from it, from the interest on the Government bonds. That is my point. 

I think they are doing it in a way, not on purpose or deliberately— 
they have their ideas about it, and maybe they are right, but the way 
they do it helps the banks and money lenders. 

That is my only criticism. 

Mr. SHeparvson. Thank you, Mr. Chairman. 

The Cuarrman. Thank you very much. 

Without objection, the committee will stand adjourned, subject to 
the call of the Chair. 

(Whereupon, at 4:45 p. m., the committee adjourned, subject to the 
call of the Chair. ) 
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MONDAY, APRIL 28, 1958 


House or REPRESENTATIVES, 
Se_ecr ComMiIrree To Conpuct A STUDY AND 
INVESTIGATION OF THE PROBLEMS OF SMALL BUSINESS, 
Washington, D.C. 

The committee met, pursuant to recess, at 2: 15 p. m., in room G—53, 
United States Capitol, Hon. Wright Patman (chairman of the com- 
mittee) presiding. 

Present: Representatives Patman, Evins, Multer, Roosevelt, and 
Brown. 

Also present: Albert R. Koch, Economic and Research Staff, Fed- 
eral Reserve System. 

Bryan H. Jacques, staff director; Everette MacIntyre, general 
counsel; Clarence D. Everett, staff member; and Marie M. Stewart, 
clerk. 

The Cuatrman. The committee will please come to order. Governor 
Vardaman, we are delighted to have you. 

You have been on the Board of Governors of the Federal Reserve 
Systema longtime. Just how long? 


TESTIMONY OF JAMES K. VARDAMAN, JR., BOARD OF GOVERNORS, 
FEDERAL OPEN MARKET COMMITTEE, FEDERAL RESERVE 
SYSTEM 


Mr. VarpaMan. I was confirmed in April 1946. 

The Cuarrman. That is about 12 years ago. 

Mr. VarpamMan. Yes, and this is my first appearance as a member 
of the Board before the committee of the Congress. I am delighted 
to be here. I think it is rather unfortunate that the more or less 
humble side members of the Board cannot meet more frequently with 
their senior bosses, if you please, in the House and in the Senate, for 
an exchange either informally or formally of ideas. 

[ am not discounting at all, sir, the value of the spokesman plan 
where we use the Chairman. Seven men talking out of turn would 
result in great confusion, and as of now we have one of the best men 
I have ever known in public service as Chairman. We do not agree at 
all times, but Chairman Martin is a dedicated man, a sincere man and 
one of the ablest men of his generation. I do not discount it, but I do 
think, sir, that if some arrangement could be made where by at least 
annually members of the Board would talk in closed sessions with 
members of the Congress, that it might result in a better under- 
standing. 

The Cuareman. I share your views completely. 
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You will recall that on the Joint Economic Committee one time I 
insisted that all members of the Federal Reserve Open Market Com- 
mittee come before our Committee, including the Board of Governors, 
of course, a part of the Open Market Committee, and I think that 
was the first time that they all came in a body before a congressional 
committee. 

Mr. VarpaMan. So far as I know, it is. 

The Cuarrman. And in this case it is different because we have had 
them individually, and that never happened before, as I understand it. 

Mr. VarpaMan. The other time you may remember resulted in great 
beneficial fruit in the form of bringing out into the Congressional 
Record what is known in Federal Reserve circles as the ad hoc report. 

The Cuarrman. That is right, the first time. 

Mr. Varpaman. For the first time, and that report is still referred 
to frequently by Congress and by the Federal Reserve as one of the 
most authoritative studies. 

That, next to the so-called Patman committee report, from the 
principal reference books in the Federal Reserve even to this day. 

I do not believe that the Congress will ever accomplish what it 
wants by having, however, all Board members and all presidents 
meeting with a committee in open session. It seems to me that the 
Congress, having dedicated its most sacred authority to the Federal 
Reserve Board, might well consider—and this is a presumption I hope 
you will] take in the spirit in which it is made—might well consider 
talking to its servants if you please about its administration of this 
trusteeship in their individual capacities, because we are seven legal 
entities in the Board. Each one of us takes an oath of office, and we 
have neither the authority of Congress nor the statute to dedicate 
one iota of that legal and moral responsibility either to the Board as 
a whole or to any other member of the Board. 

The Cyarrman. In other words, you have your own individual 
views and you express those individual views in Board meetings and 
vote accordingly. 

Mr. VarpaMan. That is correct. 

The CuHarrMan. Yes, sir. 

Mr. VarpaMan. But in the interests of sound administration, where 
we are blessed with a chairman who is so dedicated as Chairman 
Martin, some of us, when we disagree, are satisfied to disagree on 
the record in the Federal Reserve Board, and not carry those disagree- 
ments out to the public. 

The Cuarrman. Governor Vardaman, what we wanted to ask you 
about particularly is about financing small and independent business. 
We understand of course that the banks do not have the power, and 
there is a good reason why they should not have, banks that accept 
demand deposits, why they do not have the power to make long-term 
loans and equity capital loans to small independent businesses. We 
have proposals heirs the Congress now to establish a small business 





capital bank and small business investment company and several 
other proposals, but they all agree on this one thing: That we should 
have some institution that will make loans to small independent busi- 
ness on a long-term basis and for venture capital purposes. 

Would you like to express yourself on the desirability, feasibility 
and practicability of such a plan or proposal ? 
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Mr. VarpaMANn. You want me to talk freely now ? 

The CHarrMan, Yes, sir. 

Mr. VarpaMANn. Or do you want me to submit to questions ? 

The Cuarrman. No, we want you to talk freely. We'd rather hear 
you first. 

Mr. Varpaman. In order that I may be understood as not shooting 
off my mouth, so to speak, about something about which I know noth- 
ing, I would like to recite for the record that I have been a lawyer for 
banks and insurance companies, an employee and officer of banks and 
investment companies for about 40 years, with intermittent service 
with the Government in such capacities as the organizer, in the 8th 
Federal Reserve District, of the direct loans to industry effort in 1932 
under President Herbert Hoover, and as a member of the Federal 
Reserve staff of the St. Louis Bank, member of its loan committee at 
that time, and then on a loan basis I was director and manager of the 
Reconstruction Finance Corporation under its reorganization by the 
late Jessie Jones. 

I went over there to stay 4 months and I stayed approximately 4 
years. I left that to become president of a middle-sized bank, a small 
$20 million bank in St. Louis, a neighborhood bank on the south side. 
1 left from that into the shoe company and from that into the Navy, 
where I spent 5 years. Then I came back to this Federal Reserve 
Board for further dedicated public service. 

There has always been to me quite apparent a need for an aggressive 
semi-independent agency within the Government, independent within 
the Government, however, not of the Government, which would be 
charged with the responsibility of aggressively encouraging the or- 
ganization of small private business efforts, and for the perpetuation 
and prosperity of those companies which they foster. I have always 
contended, and I means this for my career, 40 years, that there is no 
agency in Government charged with that. That was very largely 
remedied with the reorganization of the Reconstruction Finance Cor- 
poration under Mr. Jones, and under Mr. Jones I believe the record 
will show that it filled a long-felt need and accomplished great things 
for small independent businesses without one dime’s loss to the Gov- 
ernment. 

The question of loss to the Government does not upset me at all. 
Tf it requires a reasonable subsidy to get small businesses on their feet 
throughout the geographic distribution of America, then I do not 
know of a better subsidy in which Government could engage. It is 
not practical, in my opinion, as an experienced banker and Federal 
agent, for the unit banking system as we know it in American today 
to adequately serve small business. There are many basic reasons 
for that. One of the most basic is the limited risk areas and types of 
loans which the small independent unit bank, by the very nature of 
its organization, is confronted with. 

They cannot take the business risks, which for instance, a national 
insurance company takes, where you have got your risk distributed 
in 48 States. They cannot take the relative business risk which an 
organization such as for example similar to the Bank of America or 
the Valley National Bank or the chain banks in Minnesota and any 
chain bank system can take. 
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Now don’t misunderstand me. The unit bank serves a purpose in 
our economy which I hope to goodness will always be preserved. 
There is no substitute for it. But it cannot do the whole job. And 
ene of the reasons it cannot do the whole job is that we have very 
strict laws, both State and national, which govern the loans possible 
to be made by small unit banks as well as by large banks. 

Right or wrong, sir, the supervisory authorities, of which I happen 
to be one member of one, emphasize today and require and encourage 
today almost the same degree, or even a greater degree, of liquidity, 
and it is required taht more weight be given to the element of liquidity 
in bank loans than to my mind was given even before in this country, 
despite the fact that we reorganized the Federal Reserve System in 
1935 to take care of a lack of liquidity. 

I distinguish here—— 

The Cuarrman. And FDIC. 

Mr. VarpaMan. —between liquidity and collectibility. No loan 
should be made by a bank who is trustee for its depositors unless 
there is a reasonable expectation of collectibility. 

The CHarrman. That is right. 

Mr. VarpamMan. But I do think we overemphasize liquidity today. 
We organized the Federal Deposit Insurance Corporation. I had the 
distinction of being a commercial banker at that time and I just 
fought it like the very devil, showing how shortsighted some of us 
were. 

I thought it was socialism gone mad. As of now I would not trade 
the FDIC for any other in our financial structure, but the FDIC un- 
der its present statutes and regulations insists on liquidity just as 
though it were not there to take care of orderly liquidation. 

The Cuarrman. That is right. 

Mr. VarpaMan. So the small banker is between literally the devil 
and the deep blue sea. He cannot make risk loans. He cannot make 
long time risk capital loans, equity loans. There is no other agency of 
Government which I know that can do it, nor is there any agency of 
private enterprise which can do it. 

Now here I am going to tread on thin ground and I will probably 
get into the proverbial crack. I have read casually the bills which 
have been proposed. I could not tell you who authors which. 

The CuarrmMan. That is unimportant. 

Mr. Varpaman. I have come here to give you my thinking, if you 
can call it that, without discussing it with any Congressman, any 
staff member or any member of the board of governors or any other 
body in Government. I have been away almost constantly traveling 
the areas trying to see what is going on since December, in and out 
of Washington only for key meetings. I do not want to therefore be 
put in the position of preferring Mr. Jones’ bill over Mr. Smith’s or 
vice versa. So if you will permit me, I would like to deal in a few 
principles. 

The Cuarman. That is right, we would rather you would do that, 
Governor. 

Mr. VarpaMAn. Then you can question me in as great detail of 
course as you may desire. 

The first thing is in one of the bills I notice that it provided for a 
policy committee consisting of 3 ex-officio members and 1 member. 
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I believe that is the setup. Ex-officio comes the Secretary of the 
Treasury, the Secretary of Commerce and I believe the Administrator 
of the Small Business Administration. 

Congressman, I could never agree to that, out of the welter of ex- 
perience that I have had. 

The word “ex-officio” is equivalent to describing this operation as 
that of a stepchild. 

I have had the privilege of knowing every Secretary of the 
Treasury since I was a child, beginning with William G. McAdoo. 
I have never known a Secretary of the Treasury but one who had a 
basic understanding of the responsibilities, the problems, the heart- 
breaking experiences of little business. We do not select under our 
system of Government that type of man to be Secretary of the 
Treasury. 

I have never known any Secretary of Commerce who had ever ex- 
perienced, except probably during his early childhood, in a log cabin, 
as most of them come from, that sort of experience. It is not criti- 
cism of them. It is simply that they have not been down and gone 
through the mill. 

Furthermore, they have a full-time job where they are; but the 
biggest objection to them is that they are partisan national political 
creatures. They are appointed by the President, as his Cabinet, and 
as such, they are going to follow the party line as dictated by the 
President, or else they are not happy cabinet members, and I believe 
if we go back, I could note for you many secretaries of commerce who 
just were asked to get out because they did not agree. If the Presi- 
dent does not control his Cabinet, then he might as well quit. There 
again it is no criticism of the individuals but it is the system. Now 
I say that it is unfair to small business to put them under, solely 
under, the domination of that type of Federal officer. I do not care 
how great the man may be. His integrity has nothing to do with it. 

Mr. Evins. Will the chairman yield ? 

The Cuatrman. Go ahead. 

Mr. Evins. Governor, I was impressed with your statement that 
this agency to be created should be independent, and I believe you said 
within the Government. Just tell the committee, since you are talking 
along these lines of the ex officio members and the control that would 
be held over them, how you would suggest to the committee that it 
be made independent ? 

Mr. VarpaMan. You are Mr. Evins, sir? 

Mr. Evins. Yes. 

Mr. Varpaman. Number one, I would not make it independent of 
the General Accounting Office, nor would I make it independent of the 
Civil Service. It might be that you would require special legislation 
to permit freedom of wecttanee But once a man is recruited, you 
might even want to make special retirement benefits. 

For heaven’s sake, don’t create anything else where we have 
got another retirement system. We have got enough in Government 
now. So that degree of independence, no. I would make them inde- 
pendent, sir, within the Government only insofar as pertains to the 
appointments which I would say should be nonpartisan rather than a 
bipartisan board. 
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I would try to divide the country into the classic division which 
was made when I was a high-school student by the geographers, that 
is the northwest, the north central, the northeast, the southeast, the 
south central, and the southwest—this is just thinking out loud, of 
course, and then I would appoint 1 or 2 or 3 members at large. 

I would charge the President with filling vacancies within 60 days 
after a vacancy occurred, and failure to submit a name acceptable to 
the United States Senate, if you follow that pattern, within 60 or 
90 days, then I would certainly hope that the law would make some 
provision for the selection, either on a permanent or temporary basis, 
of some man to take the place of the vacancy, or else you may have 
what we had in the Federal Reserve Board for a short period, a 
5-man or 6-man board by default. I do not know whether Mr. Evins 
recalls it or not, but there was quite an argument here in 1952 and 1953 
about whether vacancies on the Federal Reserve Board would be filled 
or not, and it required a rather heroic action on the part of some 
Senators and some Congressmen to get those vacancies filled as re- 
ee by law. I would not subject any further Board to that risk. 

o if the President does not see fit to fill, then the Speaker of the 
House or the President of the Senate, I do not know how you would 
work it 

The Cuatrman. Governor, that is fine. You have brought us up 
now to the need for it and the fact that the banks cannot do it, and 
that a Board should not be ex-officio for the good reasons that you 
have recited. Now then, what about the setup ? 

Would you have a Washington setup with branches or would you 
have regional setups, and where would you get the money to start the 
initial capital ? 

Mr. VarpaMan. Well, let me finish with his question. 

The Cuarrman. All right. 

Mr. Varpaman. As to independence, it would be limited of course 
to the terms of the office. Once you put the men on this Board, they 
should be. free of political and economic domination from any indi- 
vidual, group, or party or anybody else during their term of office, 
and they should be staggered of course so that no administration 
within reasonable concepts would have the appointment of a full 
Board during any 4-year period. 

Now that is about the nearest thing to independence you can get. 
You haven’t got that with the ex-officio. I think you have got to get 
somebody, if this is important enough, Congressman, this is one thing 
where I think the form means more or as much as the substance in 
the beginning. If you do not start this thing out on the right form, 
you might just as well not do it. And if the small-business problem 
1s not serious enough to warrant its own aggressive responsible repre- 
sentation in Government, then I’d drop it. It is not worth fooling 
with in my opinion on any other basis. And you asked my opinion 
and I cannot help but give it to you. I do not hold much back. 

As to where you get the money, I am not one of those who fusses 
about semantics or bookkeeping. It all comes out of the same pocket. 
I would prefer as a member of the Board of Governors and as a 
citizen, because I have always tried to speak as a citizen first and a 
member of the Board second, I would not take it directly out of the 
reserves of the Federal Reserve System. 
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You can order the Federal Reserve System to take it out and put 
it in the Treasury and you take it out of the Treasury. That is all 
right. But don’t do anything, Congressman, to bypass the appro- 
priation initiation of the Congress. Don’t set any precedent to take 
money from this fund or that fund without passing it through proper 
hands. And that is the responsibility of you gentlemen. So if you 
want to take $120 million out of the Federal Reserve and put it in 
the Treasury and take it out of the Treasury and give it to this, I 
shall not kick. 

The Cuarrman. And it would not hurt the fund in any way. 

Mr. VarpamMan. I am not an authority on those funds, sir, but I 
would say, off hand, no. Have you got any thought on that, Al? 

Mr. Koch, gentlemen, is a member of the economic and research 
staff of the Federal Reserve System. I have asked him to sit here 
because I am not good at memory and Mr. Koch is an authority on 
smal] business and pretty much anything else pertaining to it. 

Has the Board ever taken a position that the reduction of the 120 
million would injure the Fed ? 

Mr. Kocn. I do not have anything to add other than what was 
presented to these gentlemen last week by the other Governors. 

Mr. VarpamMan. So I would get that out of there? 

The CuHatrman. In other words, you could do it through the 
Treasury ? 

Mr. Varpaman. Oh, by all means, do it through the Treasury so 
you would retain appropriation control. 

The Cratrman. Very well. Now then, having that behind us; tell 
us, would you want a regional system or would you have one big 
Washington system with regional] offices ? 

Mr. VarpamMan. I would do pretty much what Jessie Jones did 
with the RFC. I would make my Washington Board responsible 
direct to the Congress, and I would certainly see that Congress would 
keep right on their tails. Don’t do what we have done in the Fed. 
Don’t let it drift away, but require semiannual reports, semiannual 
meetings, full disclosure. I’d make this Washington Board fully re- 
sponsible, and tell them, and provide in my bill, that there must be at 
least 12 regional offices, For want of any better area lines, I would 
say a regional office in every town where there is a Federa] Reserve 
bank home office. 

The Cuatrman. Then they can establish them where they are 
needed. 

Mr. VarpaMAn. Then they can establish whatever branches are 
necessary. I would make it their responsibility, sir, to aggressively 
seek out proper recipients for Federal aid in this form of loan. 

Now you can call that socialism if you want to, but I have set forth 
in my previous statements that I do not think it is the function, the 
practical function, of the small unit bank, They cannot do it. 

They are caught between 2 stones, 2 advisory authorities here, their 
trusteeship to depositors. They have got to maintain liquidity under 
our present concepts. Now I would say that this Board won oper- 
ate almost entirely as the old Reconstruction Finance Corporation. 
Let’s talk about the Reconstruction Finance Corporation of 1935-36. 
Then they had an agency or a regional director who managed an 
agency. I happened to have the Eighth Federal District Agency. 
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We provided for the creation of an advisory committee consisting of 
bankers and businessmen. Every loan application that came into that 
agency was analyzed by the agency staff and presented to the loan 
committee. 

If the loan committee did not approve it, and if the agent, the 
regional director, thought it was a worthwhile cause, he went over 
the committee’s head, because it was provided that he must. Mr. 
Jones required it that if you do not agree with your committee you 
bring it direct to Washington, and I used to come to Wwasningion 
about every 60 days with a list of loans and I’d sit down and fight 
them out with the Loan Policy Board here in Washington. 

The Cuatrman. The Loan Policy Board ? 

Mr. Varpaman. And there were no fixed criteria. Now my ob- 
jection to one of the bills which I read here is that this small business 
loan policy board, these ex officio members, if you please, shall fix 
the criteria and the definitions. There is the heart of this whole 
thing—criteria and definition. 

The definitions and criteria, if that is tight, then you might just 
as well not make this effort. So I would set up a regional outfit with 
a parent board here in Washington and leave ito the discretion of 
the Board, with the understanding that the Congress is going to keep 
a sharp eye on its procedures, and with the further understanding 
that this is in the nature of an experiment to begin with. That this 
Board should have the right to establish branches and regulate their 
operations. 

For instance, if you had a branch in Chicago today, I mean a region- 
al office in Chicago, it would be most logical to expect that they 
would have a branch office in Detroit, and each one of them should 
set up its loan committee. 

But where the loan committee consisting of bankers now and rela- 
tively big business men didn’t see eye to eye with the manager, or 
vice versa, either one of them should have authority to come down here 
to the big Board, the “big boys” here in Washington. That plan 
worked simply magnificiently in the old RFC. I am more proud of 
m 

The CuarrMANn. It wasa success? 

Mr. VarpaMan. Yes, it was a tremendous success, and it can be a 
success again. But it is not going to be a success in my opinion, sir-—— 

Mr. Evins. Governor, if I might ask a question, Mr. Chairman, it 
was a great success. The RFC was a tremendous organization—it 
was a great success. It made a great contribution in, shall we say, 
bailing out the railroads and the big banks and the utilities, but it was 
not a big success as far as aiding small business in the Nation is 
concerned. 

Mr. VarpaMan. In the last days of it, in the last years of it. But 
I would say this, sir. I know that in the Eighth Federal Reserve 
District we bailed out something like $25 million worth of small 
businesses in small banks. Don’t forget the work which the RFC 
did in reorganizing and opening something like—I have forgotten 








how many thousand small banks. Now I admit, sir 

Mr. Evins. Understand, I am not. criticizing. I am commending 
the RFC, but it was always my conception and understanding that 
it was set up specifically to assist the railroads also in a time of crisis, 
and other large business establishments, including the utilities. 
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Mr. Varpaman. Yes. 

Mr. Evins. And that its greatest contribution was to big business 
of the Nation. 

Mr. Varpaman. Oh, yes, percentagewise, there is no question about 
that, and I would wig 9a I do not like to mention dates, because 
they indicate people, but at the last, we will say, it became almost 
solely the vehicle of big business. But I would hope that if this 
organization, this small business effort is to be made by the Congress, 
that you would create a board and keep your hands on them, and see 
that it does not degenerate into a creature of big business, because 
even though the Federal Reserve statistical report is not yet ready 
(you have five volumes of it). I suppose all of you have read them, 
having nothing else to do. There is sufficient indication there to 
show quite clearly that there is a rather troublesome gap in the na- 
tional financial structure. 

There is a real necessity for somebody to push aggressively the 
organization and perpetuation of small business enterprises. 

Now I do think that you cannot get away from the fact that this is 
going to compete temporarily with small banks. I do not see how you 
are going to awaken other financial agencies to their moral and actual 
responsibilities and the possibilities of profitable operation in this 
field, unless you do have it on a semicompetitive basis. 

The Cuatrman. But Governor, won’t it help the banks in many 
instances? It will bring outside capital in. 

Mr. VarpaMan. What it will do, sir, it will do what we did in RFC. 
We would make these loans. To illustrate: A man would come in, we 
will say, from Springfield, Mo., or Buffalo, N. Y., or somewhere, 
and he just couldn’t get to first base in the local banks. Well, our 
Buffalo agency or our Springfield agency would get in there and 
they would dress the thing up and make a real possible loan out of 
it, and we would get ready to disburse it, and the local bank would 
come in and say, “Well, that looks like a pretty good piece of fruit. 
I'd like to take a bite out of it.” 

And nearly always before we disbursed the loan, and I think sta- 
tistics woalahin that something like 75 percent of the leans were 
participated in by local banks, where the local bank had actually 
turned it down cold beforehand. And that is what I would hope 
would happen in this instance. You would have a rule that cer- 
tainly—I would want a rule—that no loan should be made to any 
enterprise unless you were satisfied that it was a worthy cause, and 
second, that they could not get the help required from the local bank- 
ing institutions. 

Mr. Evrns. Governor, you have pointed out ey that local 
banks are in a squeeze from two ends: One, their obligation to their 
depositors requires that they must maintain a certain amount of 
liquidity ; and on the other hand, the Government is supervising, and 
there are laws passed which prohibit loans in excess of certain amount. 

Mr. Varpaman. That is correct. As I pointed out, our super- 
visory requirements are just as strict today with reference to liquidity 
as they were before the FDIC was ever created. 

The Crarrman. Or before the Federal Reserve was changed in 
1935. 

Mr. Varpaman. Which was reorganized in 1935. 








} 
‘ 
j 
i 


Ee aH 


ed 
* aa — 


494 PROBLEMS OF SMALL-BUSINESS FINANCING 


The Carman. But remember the loans you are talking about for 
the local banks are only those short term loans that the local bank is 
eligible to take ? 

Mr. Varpaman. That is correct. 

The Cuarman. And not the long-term or equity capital. 

Mr. Varpaman. No, there is no equity capital available. The onl 
way you can get equity capital loans is to get somebody who has ban 
credit to take the capital stock, common stock, if you please, of a small 
business enterprise, and take it.to the bank and make a personal loan 
secured by that stock. 

But I can assure you that if the banker is worth his salt and is 
conscious of the supervisory examiner who is coming in “next week,” 
he is not going to make a loan on that stock unless the borrower is 
good for the amount of money exclusive of the stock he puts up. 

Mr. Roosevett. Mr. Chairman, may I ask a question ? 

The Cuarrman. Yes, Mr. Roosevelt. 

Mr. Roosrve.r. Governor, what term? Would you limit the loan 
to considering it as an equity loan to any given term ? 

Mr. Varpaman. I would try to leave that to the discretion of my 
Washington board, but for safety if you wanted to put 25 years or 
20 years, it would not hurt. 

And require that board, incidentally, to come back at the end of 1 
year or 2 years and report to the Congress its operations and recom- 
mendations for amendments such as you did under the Bank Holding 
Company Act with the Federal Reserve Board. But it would not 
certainly hurt anything to say put a 20-year maximum or a 30-year 
maximum. I would say 30 years would be much better. 

Mr. Roosevett. I would thoroughly agree with you. 

Mr. VarpaMaNn. Similar to the housing. Of course, I think housing 
and small business go together. Every time you create a housing de- 
velopment, you certainly do create an opportunity for small business, 
which did not exist before. And the two efforts should be sort of dove- 
tailed. 

Mr. Roosevett. Governor, I have been somewhat disturbed at the 
trend today, for instance, in the Defense Department. Whenever they 
have a small-business conference, the small-business conference has 
about 10 percent of small-business people in it and about 90 percent 
of big-business people in it. How do you assure that on this Washing- 
ton board that you do have true representatives of people who will 
think in smal] business terms ? 

Mr. VarpaMaNn. I think that the Congress could throw certain safe- 
guards around that, but it actually comes down to the question of the 
confidence which the Congress can have in the White House and the 
Chief Executive, and how sympathetic the Chief Executive is. 

Mr. Roosevett. But you would think there is nothing wrong in stat- 
ing as a principle that the appointees should come from the ranks of 
truly small business? 

Mr. VarpaMan. Bea bona fide small-business man. 

Mr. Roosevett. Bona fide small-business man ? 

Mr. VarpaMaNn. But not all of them. 

Mr. Roosevett. No, not all of them. 

Mr. Varpaman. Only a fair representation. And I would also say 
that you should ask the President to give consideration to representa- 
tion of all types of small business, and also this geographical division 
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of the country. Before one of you came in, I believe I suggested that 
instead of using the district, Federal Reserve district lines, which 
incidentally, as you know, were created by the Comptroller’s Office in 
about 1910 or 1912 and they have never changed—lI personally happen 
to think that a lot of them are out of line—but there is a classic geo- 
graphic division made in the schools of Northwest, North Central, 
Northeast, Southeast, South Central, Southwest. Work out some- 
thing like that and then provide for at least 3 people to be at large or 
1 man to be at large. 

Whether you want a 7-man or a 91-man board doesn’t make a great 
deal of difference. But you have got to leave it, if you hope to accom- 
plish anything, I believe, largely to the discretion of the first board. 
But unless you make them aggressively responsible, or rather respon- 
sible for an aggressive campaign, to seek out and encourage the organ- 
ization of small business, I do not think you need to start the thing. 
But it will be a futile effort if you make it the stepchild of any depart- 
ment. How many small-business men are on the Business Advisory 
Council of the Secretary of Commerce? It is no reflection on the Sec- 
retary or the Council. This small business is Greek to the average 
big-business man, and unless he has come up the hard way, as I happen 
to have been fortunate enough to do, and some of you have been fortu- 
nate enough to do, it is just awfully hard for him to conceive of a busi- 
ness being worth while because it only employed 4 people and only 
wants to borrow $7,000 a year. That is peanuts in this day and time, 
but it fails to be peanuts if you happen to be in a small town and are 
sitting down there waiting for reasonable credit. 

I believe, sir, that just about concludes my presentation. 

The Cuarrman. You have made a very interesting contribution. 

On thing impresses me in particular, Governor. 

Everything you said impressed me. About this excess serving, ex 
officio, I mean, Commerce and Treasury. That impresses me very 
much. I do not see how we can get the very best results that way. 

And I would not object to having the Congress appropriate the sur- 


plus fund into the Treasury and then from the Treasury. That would 


not make any difference. That is just a matter of mechanics. And 
then about the one National Board rather than regional banks, that 
has its advantages too, like the old RFC. 

You see, at the last of the RFC, we had the Small Defense Plants 
Administration, which was really just kind of a step-child, almost an 
illegitimate child of RFC. They would make recommendation and 
RFC would resent their recommendations, and they felt like they were 
getting in their field and they did not really pay much attention to 
them, and it was confusion at its worst. 

But the RFC in its best days did wonderful work for small business. 
At the beginning it was for banks, railroads and insurance companies. 
Then it was amended to take in others, and even to buy municipal 
bonds and hold them, seize them and sell them out to the market, 
and there wasn’t a political subdivision in the Nation that could not sell 
their bonds to RFC without loss at a low rate of interest. They did a 
tremendous work that way. 

Mr. Varpaman. I helped to organize that with Emil Schram. 

The CuHarrman. Yes, that is right. Now, the Governor has recom- 
mended here, and he submits that there is a real need for an agency 
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that will make long-term loans and advance equity capital to small 
business. There is a real need for it and it should be done. Are there 
any other questions ? 

r. Muurer. Mr. Chairman. 

The CHarrman. Yes, sir, go ahead. 

Mr. Movtrer. Governor, I am sorry I was late in getting here. I 
apologize to all the members as well as to you for being delayed. 

It was unavoidable. 

I heard enough, however, to gather the context of your statement, 
and I am impressed with it. Have you had an opportunity to read 
Senator Johnson’s latest bill, S. 3651? 

Mr. Varpaman. Before you came in, sir, I said I would like to deai 
in principles rather than be put in the position of choosing between 
one bill and another. 1 read the last bill presented, 1 in the House 
and 1 in the Senate, and those bills, the highlight in it which I just 
cannot recommend, is the fact that it creates a policy board consisting 
of the ex-officio, the Secretary of the Treasury and the Secretary of 
Commerce, and I believe the Director of the Small Business Adminis- 
tration. My objection, to repeat, if you don’t mind, sir, to that, Con- 
gressman, is that it makes immediately a stepchild out of this Small 
Business effort. It gives the final authority, the first authority and 
the final authority, to—— 

Mr. Mutter. I am in complete agreement with you, sir. 

Mr. Varpaman. —to a group of men who, in most cases, have neither 
had the experience nor are they in sympathy, because they have no 
concept of the problems of the little-bitty businessmen. When you 
talk about small businesses, most of these people think a quarter of a 
million or half a million dollars. 

I am talking about loans that run from 20 thousand, 25 thousand 
down. That is where we have got to create purchasing power, and 
there is where your fatalities, your mortality rate in these small busi- 
nesses is the highest. 

So I would not put it in charge of that ex-officio group. I would 
create its own board; if this experiment is worth going into at all, 
it is worth going at it aggressively and having somebody directly re- 
sponsible. 

Now as an executive in Government and in business, the actual work- 
ing of this ex-officio stuff is just this: The Secretary of the Treasury 
picks out a bright young man in his office, maybe he is an assistant, 
I don’t care who he is, and he sends him down to act ex-officio for the 
Secretary of the Treasury in the meeting. He gets him in the office 
and gives him a lecture about the principles involved. 

So he goes down. He sits in the meeting. He comes out again. He 
cannot say yes, he cannot say no. He cannot doa cockeyed thing. So, 
the administrator of this Board appointed to operate it, has got to sell 
the young clerk (and I do not care if he is an assistant secretary, he 
is still a clerk so far as his status goes here, and that clerk has got to 
go back to the Treasury and sell the Secretary of the Treasury on it. 
The Secretary of the Treasury has got to go to the President, because 
he is a cabinet officer. He is not going off half-cocked. You'd havea 
hell of a Government if he did. He is in party line. So you immedi- 
ately put this whole effort in the hands of national partisan politics. 

Mr. Mourer. Governor, you sound as though you might have been 
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sitting behind the doors of the Loan Policy Board of the SBA when it 
has been meeting from time to time. 

Mr. Varpaman. No, sir, but I have been observing Government, man 
and boy, since 1910. I worked in Washington for my father when 
your distinguished father was Assistant Secretary of the Navy, Mr. 
Roosevelt, and I formed a great affection for him. I was the patron- 
age clerk in my father’s office, and I used to meet with the Assistant 
Secretary about once a month, and I have been in and out of here 
ever since, and I have spent 40 years in banking intermittently in- 
terrupted by Federal service. 

Mr. Evins. May I say it has been very refreshing, £8 hear your 
testimony. Ordinarily, you have the conception of a Board member 
who is afraid to make a loan, but you have certainly told this com- 
mittee of the need for flexibility in credit in this Nation. 

Mr. Varpaman. If we don’t, you aren’t going to survive. Unless 
you want the business of this whole Nation turned over to big enter- 
prise, you had better do something. 

Mr. Evins. This committee doesn’t want that to happen. 

Mr. VarpaAMAn. You had better do something, I think, I don’t pre- 
tend to know exactly what. But if I may say, let us do whatever is 
necessary, because it is the citizens’ efforts that need help in the small 
business field. 

The Cuarrman. That is right. 

Mr. VarpaMANn. Let us do it right to begin with, and get the form 
right. Lf you don’t get the form right, you are never going to get it 
right. 

The Cuarrman. That is very fine. 

Mr. VarpaMan. Get the form right and then let’s go. 

Mr. Muurer. May I please, Mr. Chairman, pursue just two things 
briefly: Number one, Governor, 1 think that the point you have 
stressed is that at least in the early stages of this experiment, it can’t 
be entrusted to one man. The agency will have to be created, so as to 
get a diversity of opinion and the benefit of diversified experience 
brought to bear upon this project in order to really get it off the 
ground. 

It couldn’t be done by one man as an administrator. You must 
have a board of several] men united in doing the job. 

Mr. VarpaMan. If you appointed an administrator, you are just 
improving, in my opinion, only very slightly, the ex-oflicio method. 
One administrator reaches the importance of a cabinet officer. 

You appoint 5, 7, or 9 men and charge them in the statute, they are 
not to sit by and wait for applications, they are to get out and aggres- 
sively develop this, and demand that they report back to you at the 
end of every 12 months, then you are going to get something. 

But I would never have an administrator any more for this than 
I would for the Federal Reserve System. 

Mr. Mutter. The second point is this: We must differentiate, must 
we not, between investment capital and loans, having in mind the 
short-term loan as against the long-term loan ? 

The long-term loan gets into the classification of investment capi- 
tal. And the banks will not make the long-term loan, isn’t that right? 

Mr. Varpaman. They can’t. 

Mr. Mutter. Yes? 
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Mr. Varpaman. They are not going to. 

Mr. Muurer. They shouldn’t ? 

Mr. Varpaman. The small bank is timid. The unit bank is timid. 
It has got to be timid. It has got to be timid because there is some- 
body right on its neck at least once a year demanding this bugaboo 
of liquidity. 

Mr. Mutter. I think we have all come to agree a commercial bank 
can’t keep the degree of liquidity that it should have if they make 
long-term loans. 

Mr. Varpaman. And they can’t make short-term loans, like these 
necessary to help small business. You might as well face it, in my 
opinion. 

This is going to be a partial subsidy to begin with. So was the 
RFC, but it made money before it was through with it. 

Mr. Mutter. Wouldn’t we be better off then, instead of talking 
about long-term loans, talk simply about investment capital and risk 
capital and put it on maybe a preferred-stock basis, but don’t put it 
on a loan basis ? 

Mr. Varpaman. I would do both, sir. I would authorize this organ- 
ization to buy municipal bonds of little two-bit school districts that 
have got to go out now and issue 6 percent tax-free bonds. 

They are just as good as gold. They are secured by unlimited ad 
valorem tax on all the property in the district. 

I would let them buy those types of bonds. I would let them buy 
preferred stock from corporations. 

I would not include banks in this at this stage. It is not necessary. 
But they would buy preferred stocks of corporations. They could 
buy common stocks of corporations, or they could make short-term 
loans or long-term loans. You are not going to lose a great deal of 
money unless you get a lot of cockeyed people in there, and that isn’t 
reasonable to suppose. 

Mr. Motrer. If they are going to be authorized to make short-term 
loans, then do we need the Small Business Administration ? 

The CHarrman. You would have to reconcile that. 

Mr. VarpaMan. You could reconcile that. But I will tell you why 
you have got to make short-term loans—— 

M. Mutrer. Shouldn’t we keep SBA for the time being making the 
short-term loans and try this new experiment on long-term loans, 
municipal bonds and investment capital ? 

Mr. VarpaMan. But I would certainly let this company make 
short-term loans for this reason. Suppose I want to organize a com- 
pany right quick down in Georgia tomorrow to bid on a Government 
contract, and I want a short-term loan until I can dress my corpora- 
tion up to the point of where I can get permanent financing. I want 
to put up a building, but I can’t get permanent financing on it, so just 
like you are going to buy a house 

Mr. Roosrevert. Governor, don’t vou cover that by calling it an 
equity loan and not a short-term loan ? 

Mr. VarpaMan. Yes. 

Mr. Roosevett. Call it an equity loan ? 

Mr. Varpaman. If it were me—you have got to trust somebody, and 
God knows you trust the Federal Reserve, to the point almost of abuse 
at times, and I don’t think the Federal Reserve has abused it, but you 
created us and nobody looks after us. 
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Our congressional contacts are extremely weak. 

Mr. Evins, Limited. 

The Cuarrman. No audits, no investigations, no overseeing. 

Mr. VarpaMan. I agree. I think we should have full disclosure 
and full audits. 

The Cuarrman. General Accounting Office? 

Mr. VarpaMan. I am not discounting Bill Martin, because there 
never was a more dedicated, able public servant in the whole Govern- 
ment. But on this small business effort, I would leave the broadest 
discretion to my first board, and- require an annual report from them, 
and then you can amend it, you can abolish it, you can do whatever 
you please, but you hold the reins. 

The CuarrmMan. Go ahead, Mr. Brown. 

Mr. Brown. I want to point out to these Californians and New 
Lorkess, that this man here is a Missourian and we are mighty proud 
ot him. 

Governor, what you are saying is that this new organization, what- 
ever its name, shall perform an investment-bank-service type of thing 
to smal] business ? 

Mr. VarpAMAN. Quite definitely, and a loan company service. 

Mr. Brown. Yes, sir. 

Mr. VarpamMan. It should have the right to resell to private banks 
or ae individuals first on a local basis and, second, on a state- 
wide or district basis and, third, on a national basis, any paper in its 
portfolio. 

Mr. Brown. And in that sense, it is an even broader concept and 
will perform an even greater service than did the RFC. 

Mr. Varpaman. I think so. And if you want to keep it that way, 
you might consider studying a reasonable limitation on the amount 
of money that could be loaned to any one organization, half a billion, 
or half a million, or whatever you want to call it. 

Mr. Brown. The thing that is worrying me at this point is that we 
want to make sure that it gets off on the right foot, as you pointed out, 
and in addition that it has enough money to start with to do a job. 

We have been talking in terms, have we not, Mr. Chairman, of, say, 
$120 million ? 

The Cuatrman. That is right. 

Mr. Brown. Do you recall any figures on what the RFC loaned at 
the peak of its existence ? 

Mr. VarpaMan. No, but they’d be astronomical. Today, of course, 
it would have to be about twice as much in dollar volume to get the 
same result. 

But that doesn’t bother me so much, because this agency should be 
authorized to issue its own paper. 

For instance, suppose you capitalize to begin with at $150 million 
appropriated funds from the Treasury. Now, who do you make pay 
this into the Treasury? I don’t care, the Federal Reserve or wherever 
you want to get it, but keep it on an appropriated basis. 

That should be a revolving fund, Behanus if the Board is on its toes, 
it will publish or have available monthly or weekly or however you 
want to do it, to the highest and best bidder, every piece of paper in 
its portfolio. 

You will find that once the ice is broken, once the organization is 
set up, the commercial banks will break their necks to get in it. 
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And above all—I may be misunderstood, I certainly don’t ask 
agreement, but I don’t want to be misunderstood—I would not be too 
tight on the maximum rate of interest which this company can charge, 
and I will tell you why. 

I would like to make these loans really attractive to private banks. 

If you say that no rate of interest shall be in excess of 41% or 
5 or any fixed rate, you are running into trouble. If you want 
to tie it to the discount rate, you could do something like that, say 
it shall not exceed three times the discount rate or some such thing, 
but even in that, as I say, you have got to trust somebody. You are 
not going to get a lot of jackasses on this thing. It is going to be 
awfully hard to find the right men, even 7 or 5. 

Give them maximum responsibility to set this thing up right and get 
it going. 

Mr. ae Yes, sir, and don’t you feel, too, Governor, that this 
whole organization should combine a lot of salesmen in it that are 
really going out there interesting private investors in small business? 

Mr. Varpaman. That is correct. 

Mr. Brown. As well as seeing that small business is worthy of —— 

Mr. VarpaMAn. It is aclearing house. 

Mr. Brown. And by bringing the 2 together, 1 of the byprod- 
ucts that will be of great value, as I see it, is that an awful lot of small 
business will have a financial advisory set up that too often only big 
business has. 

A lot of these small firms would be better off really bringing in mi- 
nority stockholders and incorporating. 

P. have several in my district that need it, and need the financial 
advice. 

Mr. Varpaman. That would be one of the greatest services. If it 
never made a nickel in profit to the Government, if it lost the whole 
$150 million over the course of 10 or 15 years, it would still have ren- 
Swed a service by the advisory capacity in which it could act if it 
saw iit. 

Mr. Brown. Thank you, Governor. 

The Cuarrman. Thank you very much, Governor. 

Mr. Varpaman. Thank you, Mr. Chairman. 

The CHatrman. You have made a great contribution to our investi- 
gation and we appreciate it. 

Mr. Varpaman. Thank you so much. 

Shall Mr. Koch remain with Governor Balderston ? 

The Cuarrman. If he desires, it is perfectly all right. 

Governor Balderston, sit right down. 

Gentlemen, this is Governor C. Canby Balderston of Pennsylvania. 
He is Vice Chairman of the Board of Governors of the Federal Re- 
serve System. 

We are delighted to have you, Mr. Balderston. We have no par- 
ticular program or agency today, except this: That we are investigat- 
ing the feasibility, desirability, and practicability of establishing some 
system, financial system, that will be obligated to and will make loans 
on a long-term basis to small business, and also make equity capital 
available or venture capital. 

If you would like to, we would just like for you to express your 
views on that. Then we can ask you questions after you get through, 
if you would like to do it that way. 
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Otherwise, we can ask you questions. 


TESTIMONY OF C. CANBY BALDERSTON, VICE CHAIRMAN, BOARD 
OF GOVERNORS, FEDERAL OPEN MARKET COMMITTEE, FEDERAL 
RESERVE SYSTEM 


Mr. Baxperston. If you would like me to make a short statement at 
the outset, I will be happy to. 

The Cuairman. Fine. We will be glad to have your statement, 
Governor Balderston. 

Mr. Batpersron. It appears to me that the study recently conducted 
by the Federal Reserve System indicates that an institutional gap does 
exist with respect to equity capital and long-term loans for small busi- 
ness, and perhaps to a lesser degree with respect to intermediate credit 
as well. Though it is clear that an institutional gap exists, it is not 
clear to me that the gap can be bridged in a manner that will be eco- 
nomically successful. 

However, of the several plans that have been discussed in recent 
months and years, it appears to me that the one introduced by you, 
sir, on April 22d, is as likely to be successful in an economic sense 
as any that I have seen. 

The Cuareman. You mean, the one that Senator Johnson introduced 
first in the Senate and I the next day in the House ? 

Mr. Batprrston. Yes. That bill seems to me to have the great vir- 
true of appealing to private capital so that, if the incentives are great 
enough, private capital may step into this institutional gap and bridge 
it. Iam not certain, however, that any plan can be successful because 
of the high risks involved and of the high costs incident to the opera- 
tion. 

The bills that you and Senator Johnson introduced recently seem 
to me to keep the Government subsidy, necessary as it may be at the 
outset, to a minimum and still permit private capital being attracted 
to this area just as it has been to the field of consumer credit. 

When the Russell Sage Foundation made studies of consumer credit 
it found that people of low income lacked places where the Maid 
secure loans other than pawn shops, where they were charged exces- 
sive rates. 

Those Russell Sage studies, as I remember them, resulted in common 
legislation passed by the States which permitted the growth of 
sonal finance companies. These enterprises we now consider, I think, 
socially desirable. 

T note that the key to the success in consumer credit a third of a 
century ago was to minimize the limitations and restrictions so that 
finanee companies would be born, grow, and prosper. 

I am not certain of my figures here. Mr. Koch can correct me. I 
think the limit placed on rates to be charged was 3 percent a month. 

The Cuarrman. Three and a half, I believe, wasn’t it, Mr. Koch. I 
mean those are the uniform State laws I have reference to. 

Mr. Banprrston. Yes. My point is that such limitations as were 
imposed, were commensurate with the risk. 

The CHarrman. Yes, sir. 

Mr. Barperston. And so now you have consumer credit companies 
here and in Canada, and the ground-breaking that they have done has 
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now caused the commercial banks to enter the field of consumer credit 
with active and prosperous consumer credit departments. 

I wouldn’t wish to press this analogy between consumer credit and 
small business lending, because I think the risks are far greater in the 
second than in the first. You don’t have the security of job with 
steady pay to rely upon. You have the risk that management has to 
live through the babyhood phase where mortality is high, and make 
its way in industries, some of which are glamorous, like the elec- 
tronics industry of the moment, and some of which are highly com- 
petitive and in which it is hard to succeed. 

But although risk makes the current problem difficult to solve, I 
think that so long as there is an institutional gap, particularly with 
respect to equity credit and long-term lending, an effort should be 
made to bridge it. 

The risk, however, is such that I wouldn’t wish to see our Govern- 
ae step in with a subsidy program that would continue without 
end. 

The program that I mentioned at the outset, will perhaps attract 
private capital: if the early investors seem to be well rewarded other 
capital may follow. 

So I would like to see the risk taken. 

The CHarrman. Governor, you are talking about the subsidy. You 
know I insist that we subsidize the private commercial banking 
system now through the Federal Reserve System to the extent of about 
$121 million a year. That is done to subsidize banks on the cost of 
clearing checks and things like that. 

Now, you know it is enormous. It is over $100 million a year. 
Don’t you think that if we can afford to subsidize the private com- 
merical banks to the extent of over $100 million a year, each year, we 
could afford to run the risk of say $120 million just to try to help the 
small and independent businesses ? 

Mr. Batperston. Aren’t they unrelated ? 

The Cuamman. I don’t think so. You are talking about subsidy, 
you know. 

Mr. Batperston. Yes, but in one case you have deposit money. 

The Cuarrman. No, we are not talking about deposit money here. 

Mr. Batperston. Clearing of checks is very important to the smooth 
running of the economy. 

The Cuarrman. Sure. 

Mr. Batperston. It is one of the most important elements in a 
smooth-running financial system and a smooth-running economy. 
And so it seems to me that the Federal Reserve has an obligation to 
render service that will help the whole Nation. 

The Cuarrman. It was understood they were to pay. I think it is 
in the law now that a fee shall be fixed by the Federal Reserve Board 
charged to the banks for clearing these checks. 

Tt is in section 16, isn’t it? And you know they used to pay. But 
after the Federal Reserve banks caught on to this theory of just creat- 
ing the money and buying the bonds and keeping the interest, they were 
° — with money that they stopped charging the banks for clearing 
checks. 

It is true it smooths the operation, but it is really doing the bank’s 
work as much as if they put somebody in the banks themselves to help 
the clearing of the checks, isn’t that so? 
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The checks are cleared through the banks, through Federal Reserve, 
and it is a service that they formerly paid for themselves, 

But now the Federal Reserve is paying for every bit of it. It was 
different for about 2 years after the creation of the Federal Reserve 
System. 

You remember from reading the history of it that they paid for this 
service, don’t you, Governor ¢ 

Mr. Bautprersron. I didn’t recall that. 

The CuatrMan. Well, it is a fact. You can depend on that. They 
did. They paid for it at first. It is only after the Federal Reserve 
banks found out they had such a lucrative business and that they were 
flush with money that they decided to assume that cost. 

Mr. Evins. 1 don’t mean to interrupt you. I want to ask the Gov- 
ernor a question when I may, Mr. Chairman. 

The Cuairman,. All right, go ahead. 

Mr. Evins. You spoke about the study which the Federal Reserve 
Board had made of the need that has developed because of the gap. 
Would you tell the committee the nature of the study and what it 
disclosed, what the study showed¢ Has it been made public? 

The CuarrMan. Yes, we have copies. 

Mr. Bauprrsron. The first two parts of it are in the possession of 
your staff. Mr. Koch has had a great deal to do with this study. 

The study has 3 parts, of which 2 have been completed and the 
third is in progress. 

The first one is an analysis of what you might call the literature of 
the field; the second, a study conducted by staff people at the Board 
and Federal Reserve banks that has to do with the providers of 
credit and capital. 

The third part, which is a very important part of the study in my 
judgment, will take longer and be expensive in both time and money. 
It will have to do with the seekers and potential seekers of funds, and 
how they made out during this laboratory period, which covers the 
boom period of so-called tight money. 

Mr. Evins. Of course, the Federal Trade Commission and the De- 
partment of Justice have issued their reports on the concentration of 
business concerns and the merger of corporations and the continued 
concentration, and this committee has a feeling that unless that trend 
is reversed, we are going to have an economy in this country that is 
controlled by big interests everywhere. I was wondering if your 
report just in brief substantiated that finding of the need, that there 
is a gap and a need for credit, long-term capital in this field ? 

Mr. Bauperston. Before I ask Mr. Koch to supplement, I would 
like to observe that the birth rate among companies has been very 
high ever since the war, and has exceeded the death rate by about 
50,000 per year. 

So despite the fact that small companies have some disadvantages 
during a period of business boom, the rate of failures has not been 
particularly high. 

The birth rate has been higher than the death rate, and the profits 
of those smaller companies have not been too disturbing. 

The CuarrmMan. May I suggest, Governor Balderston, that the tax 
system we have encourages the formation of many additional com- 
panies. 
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In fact, I know one real estate operator that has about six com- 
panies, just for tax purposes. 

Don’t you think that makes a great contribution to the increase 
in the births that you are talking about ? 

Mr. Roosrverr. In other words, Mr. Chairman, it is, I think, at 
least questionable whether all of this growth is truly a small busi- 
ness growth. Some of it is a breakup into a convenient tax form of 
larger corporations, but it is still large business. It is not a basic 
small business growth. 

Mr. Mourer. If I may suggest, it may also be small business. If 
I have six companies, they are all my companies. I am still small, 
but for tax purposes, I have six different corporations. 

I buy another piece of real estate and assuming it is business prop- 
erty, I will form another corporation so as to take title to it, so as 
first to cut down my loss if it goes sour, and second, to-get a tax 
break, but it is listed as a new birth, while actually, it is still my busi- 
ness. 

Mr. Bauperston. I didn’t wish to indicate that I don’t think the 
creation of the proper climate for smal] business is very important. 
It is just as important as to see that young trees come along in the 
forest. 

Mr. Evins. Yes, Governor, I think that what we are all basically 
interested in, is creating the proper climate. We recognize the need 
for it and I just want to have it in my mind that you are supporting 
the general proposition. As I understand it, all members of the Fed- 
eral Reserve Board have thus far. The Governors of the Federal Re- 
serve System also recognize this gap and this need and recommend 
the principle of the legislation which the committee is sponsoring. 

r. Batperston. I do. I don’t know, Mr. Koch, whether I stated 
the nature of the study accurately or not. 

The Cmarrman. We have copies of it. Mr. Evins has been out 
some and he hasn’t got to his, but he has it on his desk. It is a very 
interesting study. It shows a definite need. You stated in the begin- 
ning that there is a gap there that has not filled and that should be 
filled by an agency. 

Mr. Evins. Thank you, Mr. Chairman. That is all. 

The Cuatrman. Any other questions, gentlemen ? 

Mr. Mourer. Mr. Chairman, if I may, Governor, will you agree 
that in setting up some new agency of government to try to fill this 
gap, it should consist of businessmen and possibly some bankers who 
are familiar with this kind of an operation, but that it should exclude 
the Secretary of the Treasury and the Secretary of Commerce? It 
should be more or less an independent agency. Do you go along 
with that? 

In other words, the Small Business Administration today has a 
Loan Policy Board consisting of the Secretary of the Treasury, the 
Secretary of Commerce, and the Small Business Administrator. 
Would you like to see that kind of board in control] of this new agency 
if we bring it into being, or do you think that we ought to eliminate 
the Secretary of the Treasury and the Secretary of Commerce? 

I don’t mean to eliminate conferences and consultations, but put 
it in charge of a board that will not be dominated by or under the 
control of any other agency of government. 
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Mr. Bapersron. It seems to me it should be an independent 
agency, but the problem of coordinating its activities with those of 
SBA and other related agencies is one that could scarcely be ignored. 

Mr. Mutrer. No. 

Mr. Bauperston. You wouldn’t wish to have them working at cross 
purposes or competing with each other in a given locality in a way 
that would be detrimental ? 

Mr. Motrer. I agree that you need that coordination and coop- 
eration, but would you agree that the policy should be made by an 
independent board that is running this independent agency ? 

Mr. Batprerston. I would like to see responsibility and authority 
clearly defined. If this is to be a success, as I hope it would be a 
success, then it seems to me sound organization principles need to be 
followed. But since there are various agencies seeking to help small 
business, some coordination needs to be maintained. 

Mr. Mutter. And what we are concerned with now primarily, am 
I right in saying, is an agency that will fill the gap not for short-term 
loans, but for long-term loans and for investment capital or risk 
capital ? 

Mr. Bautperston. Yes. 

Mr. Mout rer. And when we talk about long-term loans, it is almost 
synonymous with what we mean by risk capital. 

Mr. Bavperston. It is likely to be. Many a small entrepreneur, I 
think, would like to have long-term capital without sharing manage- 
ment or diluting his control. 

Mr. Mutrer. Thank you. 

Mr. Bauperston. And those convertible debentures seem to me to 
take care of that problem. 

Mr. Mutter. Would preferred stock do the job more effectively than 
convertible debentures ? 

Mr. Batperston. Convertible preferred? I am thinking about the 

rivate capital that might enter this field. Unless it could benefit 
he those very successful ventures that happened to make out well, 
the attractiveness wouldn’t be as great as otherwise. 

Mr. Mutter. You see, I draw a distinction between taking bond 
issues of small municipalities, which is one thing. There, of course, 
we don’t talk about stock at all. Those would be obligations of the 
municipality, if that is the way it is set up, which this institution would 
take. 

When you get into private enterprise, however, and into private 
companies, I wonder whether or not we should get into the question 
of convertible debentures. 

Yertainly, I have great doubt as to whether or not as provided in 
S. 3651, whether we should set it up in such a way that you have con- 
vertible debentures convertible at the option of the borrower or the 
small company. 

If it is to be a stock investment, let’s go into it in the first place— 
if I were sitting on the board or reviewing this application, I would 
say if this warrants a stock investment, let’s make it a stock invest- 
ment. Let’s not lend them some money and then give him the choice 
to say, “Well, you lent me the money, but now I am going to take it 
as a stock investment.” 
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Mr. Batperston. Of course, I am interested in the lender having the 
option of converting. 

Mr. Muurer. Yes. I could see that, and I might go along with that. 
But is was my recollection that the last bill that was introduced by 
Congressman Patman and Senator Johnson gives the option to the 
borrower. 

At the option of the borrower, he can convert it into common stock 
on into stock. I think that is wrong in principle. I think that you 
ought to make the decision in the first place, let’s risk $100,000 in this 
new business. We will take preferred stock or common stock, and if 
we get it back, fine. If we don’t we are going into it with our eyes 
wide open. 

It is a different philosophy from appraising a man’s business and 
saying he can stand a loan. He has got sufficient security and can earn 
enough money to pay back a loan of $100,000. 

I think they are two different principles, or am I wrong, as to the 
loan and the investment ? 

Mr. Bauperston. They are different, but I think the potential bor- 
rowers that you are trying to help fall into two categories. You might 
call them the red ink group and the black ink group. 

Now, the black ink group at the moment have access to credit, and 
if they are in glamour industries, they can get equity capital as well. 
Of the red ink group, some are uneconomic and ought not to be 
propped up. There are others that are in the red, but that with some 
management help and access to some credit, can make a go of it. That 
is the group that needs help the most. But if you set up a program, 
you are going to have among your borrowers both black ink com- 
panies and red ink ones. And if some of those black ink companies 
make a great deal of money through the support that Government is 
providing, it seems to me that some of the fruits of their success 
might well be used for the benefit of the whole program. 

Mr. Brown. Would the gentleman yield ? 

Mr. Motrer. Surely. 

Mr. Brown. Governor, at that point, do you not feel that one of the 
important functions of this institution, this investment company, 
started with Government money, is to be a clearinghouse to bring 
private capital resources and those in need of private capital to- 
gether ? 

For instance, if it forms a secondary market and if we have a black 
ink company—as there certainly will be more black ink companies I 
am sure in my own mind than there will be red ones—is not the 
purpose more to get that stock or that debenture into the hands of 
private capital and let them take it over from the investment com- 

any? 

i Mr. Baxperston. I understand that has been the practice among 
the half dozen New England development companies, but if you do 
that, don’t you greatly weaken the incentives to private capital to enter 
this field? If the good risks that are investigated at some cost are 
turned over to private institutions, then you have adverse selection 
working, and the development company that the Government is 
trying to sponsor retains the red ink companies without the sweeten- 
ing effect of the black ink ones. 

Mr. Brown. That may be an important consideration. As I view 
this thing, however, let’s say that the XYZ Development Co. gets a 
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request for $10,000 in some form of debenture, and then at or on an 
interest-paying date as provided in the bill, this could be converted 
into $10,000 worth of common stock in the firm. 

At that point I feel that the experience will be far enough along 
the way that that $10,000 equity or equity in the company could be 
and should be sold to private investors. 

Do you share that ? 

Mr. Bavperston. Yes, at that point. 

Mr. Brown. At that point ? 

Mr. Bauperston. Yes. I was speaking about the early stages when 
the investigation has been sametoul but before the loan has been 
made, If at that point this Government-sponsored corporation turned 
over its most credit worthy customers to banks and finance companies, 
then there would be little chance of large sums of capital flowing 
into this field as it has flowed into the consumer credit field. 

Mr. Brown. And I also see the way the bill is worded, I believe there 
is enough leeway, and the language is general enough, to where the 
XYZ Investment Co. could lump together certain concerns where 
there would be enough diversity to where I, as an investor, could invest 
a thousand dollars in sort of a mutual fund investment in those various 
concerns. In that way, I would be sharing along with the Government 
the risk, and taking the good with the bad, and hoping that the in- 
vestment company was wise enough that along the way there would be 
more good than bad. 

Do you see that in the broad language of the bill ? 

Mr. Bauperston. That is what 1 hope would happen. The results 
to date would not encourage one to feel that this was one of the best 
possible investment outlets at the moment. That is why a new climate 
is needed. 

Mr. Brown. Don’t you think, though, that there is a difference 
there in that most of these development concerns, as I have seen them 
at least, feel and they are performing a public service function of 
encouraging new industry ¢ 

Now this would differ from that in that there are many established 
small concerns that have reached the point of needing desperately a 
complete revision of their financial structure, and they are going con- 
cerns, but they need to modernize or they need to bring in partners 
really on a stock basis, let’s say. 

I feel that this would be different from the standard interpretation 
of the development corporation. Do you think it could be different 
than the experience they have had in those development corporations? 

Mr. Bauperston. I am not familiar enough with development cor- 
porations here, in Canada and in England to know to what extent they 
help already existing companies already born in the infancy stage 
and to what extent they help unborn companies. 

I had thought—Mr. Koch, do you know the answer to that ? 

Mr. Kocu. I think we are talking about really three different types 
of companies. There is the type Faewinie Balderston talked about 
first, the private investment company. 

Then there are these so-called State development credit corpora- 
tions, in New England, and elsewhere. And then there are the Ca- 
nadian and English experiments which are in effect National Govern- 
ment development corporations. 
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I think the experience of the State development companies is cer- 
tainly as Congressman Brown has indicated. The State development 
companies in New England are regional development companies, de- 
signed to create employment opportunities in their areas. It is cer- 
tainly a quasi-public service. 

The experience of the private development companies that Governor 
Balderston talked about, is something that ought to be considered. 
There are a few of these. They are not very numerous and we don’t 
know much about their operation. But they have tried to get at the 
small growth company. They have gone after the glamour boys, 
the electronic firms, but they haven’t been spectacularly successful. 

They have picked some good ones and they have picked a lot of lulus, 
and they have had very high caliber men running them, so that 
is why some of us feel this is a tough field. It is a risky operation. 

It is true, I think, also that these private investment outfits, after 
they have been in operation for a while, often become a type of in- 
vestment trust, investing in a relatively small number of medium sized 
outfits that prosper and get bigger. 

They don’t really stay in the small business investment financing 
business after a while. They sort of get a few, a dozen, say, or 20 
successful ventures, and they stick with them while they grow. 

So that is—— 

Mr. Brown. Is it concentrated mostly on manufacturing ? 

Mr. Kocu. Mostly on manufacturing, and as I say, mostly on enter- 
prises that are developing some technological development. 

Mr. Roosevett. Some unique type of new enterprise ? 

Mr. Kocu. Right. 

Mr. Roosrvett. Rather than a going concern ? 

Mr. Kocn. Precisely. 

Mr. Roosrvett. They haven’t helped the existing economy. They 
have gone more into development of new things? 

Mr. Kocu. That is right. 

Mr. Brown. Don’t you feel that one of the services of this new setup 
that we are talking about wouid be to a great extent, would apply to 
the distribution people ? 

Most small businesses are in the distribution field, period, in retail- 
ing and wholesaling. 

Mr. Se eaieane am not sure I would agree entirely with that. 
ea are still an awful lot of small businesses in the manufacturing 

eld. 

Mr. Kocu. Yes, but there are seven distributing businesses for 
every one manufacturer in the country, and retailing and service are 
still the primary areas of the small-business man, I think, even with 
today’s concentrations. 

Mr. Roosevett. And probably those existing concerns, the private 
development outfits, do not delve much into the retail and the whole- 
sale field, do they ? 

Mr. Kocu. No, they don’t, but I think there is this to say. And the 
study brings this out, although it is the conclusion of just a couple 
of authors. There is certainly a difference of opinion. Those authors 
feel that the major public contribution, economic contribution, that 
any small-business financing program probably would have, would be 
in the manufacturing area. In retail distribution and the service 
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trades, you have a lot of firms, but also that is where the public is 
being quite well served. 

Mr. Brown. I think there again you are thinking in terms of new 
business, Now, folks, one of the prime needs as I see it right now 
is that you can find in any community in America where a national 
chain has come in and has dominated the retail field in an area, not 
because it is any more efficient or can do any better job. 

I am thinking in terms of groceries right now, folks. Wherever 
you can find a good merchant in a community who has access to long- 
term capital to get that location for that supermarket or to get that 
building built for him, and to acquire the equipment necessary for 
that modern operation (we have it right in our community), they 
just beat the chains to death. He is the best operator in the whole com- 
munity. 

In a lot of cases, small business is going by the board, and the need 
at the retail level is being filled by the big outfit of a national chain 
because they don’t have access to long-term capital or equity capital 
to compete. 

I think that if you checked the Small Business Administration, 
you will find that most of their applications are from the distribu- 
tion field. Certainly in our area, they are in Kansas City. 

Mr. Mctrer. If you will permit me to follow that thought of yours 
just one step further and develop it a little, I think this is what you 
find, particularly in the supermarket field. 

A little corner grocery wants to move into that supermarket. He 
applies for a lease. At the same time, one of the big chains comes in 
and applies for the lease. This is all in the construction stage. The 
supermarket is just being built. 

The owner of the - aaeagp hn may be a small-business man, pro- 
an owner and builder, a small-business man. He applies to the 
ender for a mortgage. The mortgagee says, “I will give you a com-’ 
mitment, but who are your tenants?” 

He gives him little Johnnie Jones, the corner grocer. “No, no, I 
won’t take him.” But on the basis of a big chain who gives him a 20- 
year lease, he says, “With that kind of tenant, I'll give you a long-term 
mortgage.” 

That is what the trouble is. That is what is forcing these small 
distributors and small retailers out of business. They can’t move from 
their locations which have deteriorated, because of a change in the 
local situation. He can’t move into that supermarket because he 
doesn’t qualify on the same basis that the big fellow does. 

Mr. Brown. To pursue that point just briefly, on the basis of the 
national need, we have been through an era now where we have ex- 
panded new plant and production capacity at a tremendously accel- 
erated level, and there is a lot of talk that may be in certain fields at 
least it has been expanded too far. 

Well, if the Nation is to keep that plant and equipment expenditure 
at a healthy level, maybe not at the expanded level it has been, I 
submit that a great opportunity in this country is in modernization of 
retail and wholesale establishments. We have a tremendous potential 
in this country for modernizing store fronts and for redoing stores. 

And it is a big business, this retailing business in the United States. 
Asa unit, it is probably one of the very biggest. 
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Well, our people cannot get the capital to do that modernization 
on the basis that is sound. They can’t get it over a long period where 
they know what their payments are going to be per year, and they 
certainly have enough sense not to want to get it on renewable 90-day 
notes, or even on a year or 2 years. 

I think we are overlooking a great potential in the economy in that 
retailing field. 

‘The Cuarrman. Thank you. 

‘Mr. Motrer. Mr. Chairman, if I may. 

The Cuatrman. Mr. Multer. 

Mr. Mutter. Congressman Roosevelt called my attention to the 
fact he has a copy of the Johnson bill in front of him, and that I mis- 
read a section of that bill. 

{ was wrong. It isn’t the borrower who has the option of convert- 
ing the bond into the stock. It is the company, meaning the lending 
company. 

What concerns me about this is the fact that we certainly need an 
agency of government that will make small loans to the small-business 
man or a short-term basis as SBA is doing. I think they are doing a 
fairly good job, but I think they can do a better job. And if nothing 
else, they are stirring the banks into action in a field which they had 
been ignoring. 

The banks are now buying the loans from the Small Business Ad- 
ministration without recourse. That proves it is a fairly sound op- 
eration. Their loss ratio is very low. It is much better than that of 
the private banks. 

I am wondering whether or not we don’t run the risk of giving that 
kind of an operation a black eye if we combine it with the long-term 
loan facility and the risk capital facility. I wonder whether or not we 
shouldn’t keep them separate and apart, at least until the new agency 
‘has made good on its own and the experiment has proved itself and 
then maybe combine them. 

TI am fearful that if the risk capital agency should fail, it is going 
to give the small-term feature of the business a black eye, just as when 
RFC was devoting itself mainly to small business in its latter days, 
and doing a good job, we closed it up because RFC was being black- 
ened in other quarters because of other operations. 

I am afraid we might have the same thing here if we didn’t keep 
these operations separate. 

Mr. Roosevett. Will my colleague yield on that point? 

Mr. Mutter. Yes. 

Mr. Roosrvett. Governor, I would like to ask your opinion on the 
two bills and incidentally, I introduced a companion bill to Mr. Pat- 
man’s bill. 

I am not very happy with the one which establishes the board be- 
cause the board becomes, in essence, it does not make it an inde- 
pendent board, it becomes the creature of the Secretary of the 
Treasury. 

The CHarman. I share your views. It is only introduced for 
consideration. 

Mr. Roosrverr. Yes, sir, and particularly along the line that Mr. 
Multer has just brought out, I think it would be a shame to have the 
third member of that, the Administrator of the present Small Business 
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Administration, because his problems are entirely different in the 
initial stages of this thing. 

I hope for the record at least that in consideration of the Banking 
and Currency Committee, of which you good gentlemen are members, 
that you won’t feel that this is the Bible, because I certainly don’t 
want it to be the Bible. 

The Cuatrman. I share your views on that. 

Mr. Bauperston. May I make a comment concerning the only point 
of weakness that I see in the bill ? 

The Cuarrman. Be sure and give us the benefit of your advice on 
it, Governor. 

Mr. Batperston. The bill as introduced, I think, would cause the 
Government to put in twice as much as private industry. If you 
used the maximum government contribution, the Government would 

ut in capital of $250,000, private industry would match it with 
$250,000, the Government would then make a loan of $250,000, mak- 
ing a total of $750,000. Of this, the Government would have con- 
tributed $500,000 and private industry $250,000. 

There would seem to me to be some advantage in shifting that 2- 
to-1 ratio so it would become 1-to-1. If the Government were to sup- 
ply capital to $125,000 and private industry the remainder of the 
$500,000, which would be $375,000, and then the Government in addi- 
tion were to make a loan of $250,000, you would have as totals $375,000 
from Government and $375,000 from private industry. 

The Cuarrman. That is right. 

Mr. Bavperson. Or a 1-to-1 relationship. 

Mr. Roosevett. This is in the creation of the Small Business In- 
vestment Company ? 

Mr. Bauperson. That is right. 

Mr. Roosevett. That is title 4? 

The CHarrMan. Yes. 

Mr. Motter. May I ask a question at that point? 

Don’t you think, Governor, if we set it up say on the basis of letting 
private capital put in $500,000, if it puts in $500,000, which is the 
minimum, that it then may borrow from the Government lending 
agency the equivalent amount? 

Don’t you think the Government ought to be in the preferred 
position ? 

Private investors will risk their $500,000. They are going to have 
a million dollars available if the Government lends them another 
$500,000. But shouldn’t the Government get that $500,000 back first, 
rather than putting any part of it in as stock, or do you think that 
there might not be sufficient incentive for private capital to get into 
this business if it is done that way ? 

Mr. Batperson. That is the only question. These lending com- 
panies haven’t gotten started yet. They are still highly experimental, 
and until one succeeds and attracts attention, I am concerned that the 
program may not get off the ground. 

Mr. Mutter. I think if my government put me in a position where 
it said to me, “For every dollar you invest in this business, I'll lend 
you another dollar,” that that is an awfully good deal, I think. 

Mr. Batprerson. Yes. 
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The Cuarrman. Governor, you have been very kind. We appreciate 
it. You have given us the benefit of some good advice. We thank 
you very much, sir. You have been very cooperative. 

Mr. Bauperston. It has been a pleasure to meet with you. 

The Cuarrman. There is a difference of opinion about the subsidy, 
but that is all right. Mr. Koch, we want to thank you. ‘You have 
helped us with several of the members. You have been very coopera- 
tive, and we appreciate it. 

The CuHarrman. We have a certain document here to present. 

Mr. Seely-Brown, Jr. wants something put in about the New Eng- 
land Development Corporation. 

Then we have one from Mr. Barnes, administrator of Small Busi- 
ness; then one from the Texas Retail Jewelers Association about what 
it believes should be done. 

Then we have certain reports and documents and excerpts that are 
material, we believe, in connection with this hearing. 

Without objection, we would like to insert those into the record. 

(The documents referred to are as follows :) 


A letter from the Hon. Horace Seely-Brown, Jr., to staff director, Select Sub- 
committee on Small Business, dated January 30, 1958, and enclosure in the form 
of a memorandum dated January 28, 1958, to the members of the New England 
congressional delegation from Melvin D. Peach, secretary, Northeastern Confer- 
ence of Development Credit Corporations, regarding a report on Development 
Credit Corporations. 

CONGRESS OF THE UNITED STATES, 
Washington, D. C., January 380, 1958. 
Mr. Bryan H. JACQUES, 
Staff Director, Select Committee on Small Business, 
Washington, D.C. 

DeaR Mr. Jacques: The enclosed information has just reached my desk and 
if it is not too late I believe it might be included in the printed report of the 
hearings held by the small business committee last fall. 

If too late to be included in the report, I am sure the information contained 
in it will be of interest to you and the members of the staff. 

Very sincerely, 
HORACE SEEtY-Brown, Jr., 
M. OC. 2d Connecticut District. 


Tug NEw ENGLAND COUNCIL, 
Boston, Mass., January 28, 1958. 


MEMORANDUM 


Members, NEw ENGLAND CONGRESSIONAL DELEGATION, MELVIN D. Peacu, Secre- 
tary, Northeastern Conference of Development Credit Corporations 


REPORT ON DEVELOPMENT CREDIT CORPORATIONS 


The enclosed report covers operations of the corporations in Maine, New 
Hampshire, Massachusetts, Rhode Island, Connecticut and New York during 
the last 6 months of 1957 and since the start of each corporation’s activities. It 
is expected that the Vermont corporation will be in business this year. 

This information may be of special interest to you in connection with measures 
affecting the financing of small business and the establishment of national in- 
vestment companies. 
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Northwestern Development Credit Corporations Report, 6 months ending 
Dec. $1, 1957 


6 northeastern corporations ! 


Report period Cumulative total 


Number| Dollars | Number| Dollars 


ORGANIZATION 
I ie lta eta ak ane eh webs wad egeiewiemenelated , | ae Pee SE Mecicitainingieinadem 
I OG ncn sncdnedescdevacsehecwnncabcah Di suhewedbon gg oe 
National banks and trust companies...............-.--.- De Bde easleen ee Eiiaeduenhinn 
Uo os 5 chat ese ciddndeddcdctianeecsbabe © iesnbawcsisas @ eile. 
SG OUND 5 5 ba Se cies ice cddecescdedenccebuceys Sdesdbot MRethepiaeess aE Eeutcpoaseus 
Ge ciikidatadecoindacbapcncachideandes nwdanigupiecetbahetcanstsipnslianaa eee ee OO, Einanattltees 
OPERATIONS 
Dan CONE: oo noninin din ccncspccdeeccbsarccasecccccdigsbiscpeaeaeeaseee $35, 450 |...-...-.. $1, 694, 060 
Amounts Gisdaed by MMRREIGs ook ca ania cddedcccenescahcssscepess 164, 750 |.......-..- 28, 104, 060 
National banks and trust companies... -............-.-]---------- SEE leavtieancun 19, 379, 010 
ty PN 2.1... ins. bonidigizetbbnedobaeadeaokaatiliselineceetann 446,080 | .coS cee 5, 455, 000 
Insurance companies po ne bee oeswabe mined oelisihaiin bivnnbajasieceeaaaaae Pe Ts amateiaie 4, 189, 000 
Ss er ei dace aia adbceskstamedepangeeddascicnthacapnaneeki RP ta csacte seg 82, 050 
Amounts called from members.....-..------------ saheeuisescschans 3, 007,000 |.......-.- 10, 565, 032 
Formal loan applications received_.............--.--------- 68 | 9, 153, 691 996 | 69, 149, 983 
Formal applications rejected... .............-...-..--.-.--- 41 | 7,096, 491 603 | 37,086, 534 
CR ere 45 | 4,464, 450 356 | 27, 583,649 
I IB oo dono nh ca awbebingeiaceciiesecubakeuet 42 | 3,332, 862 317 | 18,000, 761 
Loan repayments: 
In full.. : pubepuuscapcenwachingsddgennnah dkseibannteaiaaheeoaanee 62 2, 459, 028 
On outstanding MIME ocean cca Ne esd kath tenckoe iE akan bea deoohtacenyeeeaieaiai ae 3, 202, 693 
IE ctcndn te ddtenanpabecccoksdsaminndagsoess ace eeEhhth b die ks wa lnbbenebapeaeeicseus 5, 661, 721 
SD MINORS 5 ho sk ce ch Sennccncncvicdnvadabemenckodtttitsanbasbenehaukbskile 5 68, 655 
Sn OG RS CII, on. c cdeedeonassndiemnddansualacotbbenblacnnscnenmeinnaeanae 12, 270, 385 
Delinquent loans (30 days) .................------.-----..-.- 6 oe i re ea ee 
Pe NO GID ict scdcpecccccagacotoducedsncnds sacaahce Sheebeen Sey Ne sca ss a 
Types of concerns receiving assistance: 
Gey OU DUN scien poe nncnodedonccestas GO bscse-csseen DP Po cicce sce 
Already established in State....................-.--...- SP iscaseccdcoas SE Vreienticaccss 
Relocations from out of State..................-..--.-.- © lnabwontades » GRRE TG 
Financial commitments other than loans. -.................-]--- cnapbsdissiccespepeticadweerwan 538, 625 
Financial commitments repaid. .............-.-.-.---------|----------|-----<<--+~<]4------<8% 248, 500 





1 Northeastern Conference of Development Credit Silesian M. Herrick Randall, manager, Devel- 
opment Credit Corporation of Maine, Augusta. Gardner Tilton, manager, New Hampshire Business 
Development Corp., Concord, Francis P. Brennan, executive vice president, Massachusetts Business 
Development Corp., Boston, conference chairman. Harvey J. Sarles, president, Business Development 
Company of Rhode Island, Providence. Joseph D. Linehan, manager, The Connecticut Development 
Credit Corp., Meriden. David J. Duggan, vice president and assistant secretary, New York Business 
Development Corp., Albany. Melvin D. Peach, executive assistant, The New England Council, 1032 
Statler Bldz., Boston, conference secretary. 
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Northwestern Development Credit Corporations Report, 6 months ending 
Dec. $1, 1957—Continued 










Development Credit Corporation New Hampshire Business 
of Maine Development Corp. 





Report period | Cumulative total| Report period | Cumulative total 





Dollars | Num-} Dollars | Num-| Dollars | Num-| Dollars 
ber ber ber 





ORGANIZATION 
eee Da nant wanien ce ne dSaritinadl tein 
Institutional members..-.......}......-}...--.---- Rta hate 7 lawns spam - nie ieiinék > 
National banks and trust 
com caine eemet sss x SP Pidantee ciate Di Rien annmgtedl i tieakvennnd 
ee acon ise antares 4 |.- ie Becenseic ce 
Insurance companies..._...}_......j..-..-.-- aad ese Pal D  Raiemaiewas 
i niienbbetiet tebe tiuedoecktecesescscs cite th eh hiitints gl in ie eh abe ee BPs cnegenuad 
OPERATIONS 
theca cab thinditiibet << bo nndnns $10, 000 |......-. $92, 800 |__..- $1, 000 |__. $104, 700 
Amounts pledged by members-_|_......|.......--.|.-.---- 938, 000 |__- SI oth ala tenis 1, 340, 050 
National banks and trust 
ic ctcceshbbendeliocovinlens . 783, 000 |_..--- 40, 000 |......- 547, 000 
sn. ches hebthlicobabhlécdenckeselecencss 151, 000 |_...--- 55,000 |......- 772, 000 
en dl a wameenascbeconcnn ee 9, 000 
eh hciidialisininet Athinitisiintcpied >«~[aomeece 4,000 |.....-- EY Secces aad 21, 050 
Amounts called from members-}.......}-.......--]...---- 741, 262 |__-. Sienna weal 607, 870 
Formal loan applications re- 
ae 7 191, 000 245 | 4, 866, 399 2 27, 000 91 | 2, 449, 500 
Formal applications rejected... 4] 100,000 168 | 2, 895, 600 1 7, 000 43 | 1,321, 700 
Loans approved.____._..___._-- 3 46, 000 74 | 1,925, 799 2 20, 000 48 | 1, 122, 800 
Loans disbursed... _.........-._- 2 83, 767 55 | 1, 648, 550 2 47, 500 42 945, 300 
Loan repayments: 
esis ee RE. SE usnichhene 31 TED ovecc<closioeebhind 8 122, 000 
On outstanding loans... __- ‘ OPE DE occ shnemenion ‘ 172, 401 
re Des keer callincoponns Eeminkinisirn 830, 414 |__- a 294, 401 
oe od kil cep abialvemnecmnes 3 RM Bed nos! cagaieiad 1 10, 204 
Balance of loans outstanding._-|._...._|....-.---.]_..---- 777, 221 on scuba ab duaislichateieal’ a eee 
Delinquent loans (30 days) - - -_- 1 Na al ah aie 1 AMD Risiantebianissh«00 
Tota] balance due_-____-..._|_....-- Ne Boise seth cca eat ened Di hcincmelesesee sds 
Types of concerns receiving 
assistance: 
Entirely new businesses. --.}__...-_]-.......-- BA oo scan ilar —— 5 
Already establishedinState_|_....._|.........- (5 or 1 | 4... 
Relocations from out of 
Maid saebinaes—reiraoe Diintocenes Bihiedicess eng ead 1 |. 
Financial commitments other 
Ns AIS tira Shai EE cir ae diaeabtin i adteis daca o sastondtocceuiapbnes anbbilebidnaedittsndbatens 
Fimancial commitments repaid.|.......}..........|--.---- oorecniinnnelnecsinenipnannenen daca nanielewebennt 
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Northeastern Decelopment Credit Corporations report, Dec. 31, 1957—Continued. 


Massachusetts Business Develop- | Business Development Company 
ment Corp. of Rhode Island 








Report period | Cumulative total| Report period |Cumulative total 



































Num-| Dollars |Num-; Dollars | Num-/; Dollars | Num-| Dollars 
ber ber ber ber 
ORGANIZATION 
Stockholders... ---- ‘ Cities ‘ 244 ee aige lati esd WD ki iccune 
Institutional members-- hx yy ace . BE Lc nieiin edith eaten wan BP dnecciciced 
National banks and trust | 
SE tiene wccc ncn. Btwn ce cuabid Oe Cp dc vacciislcuehaaaeewiiltes 3.55. nite 
Savings banks... , ; ‘ a iladaanaibaold Gi tekesssn chnaiveboken boeacteua S edvcdtiows 
Insurance companies. - . a Ml. Dinwseh tensed erbogleeseyt - 3 |-.- wéece 
PEE ahgsde dtcsvan ite T inns 1 . . les _— 
OPERATIONS | 
' 
Stock sold ' “ $24,350 |.......| $787,860 |... ated $152, 000 
Amounts pledged by members l-<e 18, 750 .----}10, 596, 010 oon ditbnes nt ce eee 1, 657, 
National banks and trust | 
companies. 7 . b. © AR FEL. caw 5, 527, 010 dabeileawnhencestnalaal 1, 247, 000 
Savings banks. échincdadadeei au Ghth aE ivchetebinodeneoscanenieee 135, 000 
See CUNNING. «. 0 'd5nn}ncenknnlccensocetcleeoan a) SA Lo cncs-<ivenstabeaunn 225, 000 
Others. __- ised | . bse 1, 000 * a ae 50, 000 
Amounts called from members .----}1,000, 000 |__..___| 4, 300, 000 s $320, 000 |...---- 1, 024, 000 
Formal loan applications re- | 
ceived ae 5 | 485,000 209 |20, 853, 500 10 |1, 072, 200 106 | 6, 280,700 
Formal application rejected _.... = . _..--| 110 | 6,959,000 2) 505,000 77 | 4,801, 750 
Loans approved 5 485, 000 99 |13, 894, 500 8 | 567,200 31 | 1,478, 950 
Loans disbursed... 8 | 884, 437 7 9, 008, 153 10 216, 200 7 1, 035, 950 
Loan repayments: | | 
In full pied ou ie : 9 | 1,232, 500 |__._- ; ; 3 290, 000 
On outstanding loans... . i alk bine a 1, 871, 273 |... tenuciknaeaie 115, 582 
Total. sda egal atdies os cnet ME Roancho a! | 405, 582 
Losses incurred -__- 4 2 ST ccedeetinaa tole ee ee a oe ol 2 Deh ce eee 
Balance of loans outstanding - -.|__. i ; |G OUE BOR tise ch sabia sce cetchiccwee | 630, 368 
Delinquent loans (30 days) - .---| § | SE Laegenpulcnseanniernn 1 | 1 SE lixciesa=itincenehas 
Total balance due---- . | 29,488 a falas | S, Ole. Incas bcc cannes 
Types of concerns receiving | | 
assistance: 
Entirely new businesses... .| ii. SF. 1 3 = 
Already established in State -| 4 |---- 88 | 9 | 26 |-- iim 
Relocations from out of | | 
State- Riad = | 6 ra |--- | | ® Binsainous 
Financial commitments other | 
than loans... pte hcncka ete Sine aha Ladthcas aubanLaasat tae : 491, 000 
Financial commitments repaid-.|-..---- ve -+-|-<0--- tb Soe eds ve ---| ie 1 225, 000 
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Northeastern Decelopment Credit Corporations report, Dec. 31, 1957—Continued 


The Connecticut Development 


New York Business Development 
Corp. 


Corp. 








Report period | Cumulative total| Report period | Cumulative total 








Num-| Dollars |Num-} Dollars | Num- 
ber ber ber 


ee ee) ee ee ee a 


Dollars | Num- 
ber 


Dollars 








ORGANIZATION 


Re R dicciiass is ae bee eas catenos* sean 51 

Institutional members-.---------}_.----- “ Giisesiccece —2 |-_.. 7 177 
National banks and trust 

Gs b6 6 ennneceveridansseuckhsses wee ee —2 154 | __- 

Nn ociccsinecuclscicpesdcocect~ cig tele he chiceesoe Spee, SS 

a neenian. Ree CL dekh it ces ak Uk by hes akecah sk abiacs loaned oto tess 

Others _ - ‘ eee iad AS cA aac Lae ince eiibbens avons sie etd o 1 


OPERATIONS 


a alter cing ci bie ine me $100 Kan $126, 800 I ak I oe $429, 900 
Amounts pledged by members__|___ -_- 14, 000 1, 819,000 |.......| $35,000 |__.____|12, 745, 000 
National banks and trust 


Amounts called from members__|}..._....| 187,000 |._...._-| 1,391,900 |______- 11, 500, 000 
Formal loan applications re- 

NE > S5o., ao thst tk dapas 18 |1, 447, 991 190 |12, 247,759 26 |5, 930, 500 155 |22, 443, 125 
Formal applications rejected ____ 12 | 663,491 132 | 9,545, BE9 22 |5, 831, 000 78 |11, 562, 625 
Loans approved ___.__...___--- 4]! 306,500 38 | 1,914, 400 23 \3, 039, 750 66 | 7, 247, 200 
Loans disbursed __--_____...-- 5 246, 708 36 A 547, 608 15 |1, 854, 250 38 3. 815, 200 


Loan repayments: 
EE bictitvniedskSahtcccesisst ina toktdoieosa, 4 120, 000 pce et 7 31, 800 
On outstanding loans_-_._--_|._.-..-|-------- ea 491,722 |__. epee te 





ee , ‘ a Sou ss 611, 722 | _ scat? aeuen tine. ae 
Losses incurred _- foe es ccies 1 PD Feo ne aclu ate alae comet oaesacauien 
Balance of loans outstanding....|___- sauteed ee SED fo ce ethsananndeee _....| 3,399, 371 
Delinquent loans (30 days) _ _-_- 1 * } ee ae 1 | "250, aaa: 
Total balance due---_-_---- m DY Bs nics bun ahs eee a pigeed 
Types of concerns receiving | 
assistance: 
Entirely new businesses _- : ny 1 Sean 2 | 
Already established in State_| S15... ; i han coe 12 | 
Relocations from out of | | 








Financial commitments other 
Ress oGacicaseencs cuban tscapennss : 2 47,625 |.......| 
Financial commitments repaid- 4 eee 1 |} 23, 500 |__. | 
| | | 











The second of the items is a report transmitted to the House Small 
Business Committee by Wendell B. Barnes, Administrator, Small 
Business Administration, dated March 21, 1958. In that report, Mr. 
Barnes stated : 


The Small Business Administration is herewith presenting two studies on 
the subject of development credit corporation, which in the last 10 years have 
attracted increasingly more interest as a method of financing small business. 
In 1954 the Small Business Administration made a study of State and local 
corporations and issued a publication on their activities and forms of organi- 
zation. These were supplied to each State governor and attorney general and 
to each congressional office. 

In order to obtain more facts on the current activities of these corporations, 
the Small Business Administration last year commissioned two studies to be 
made by competent authorities in this field. The first on “State Development 
Credit Corporations and Authorities and Problems of Financing Small Busi- 
ness,” was undertaken by Professor Edward B. Shils of the Wharton School 
of Finance of the University of Pennsylvania. A second study on “Local De- 
velopment Corporations in Minnesota” was undertaken by Professor Ralph 8. 
Fjelstad, Congdon Professor of Government of Carleton College, Northfield, 
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Minn. Minnesota was chosen as the locus for the second study because local 
development corporations in that State are large in numbers, have flourished 
and have been particularly successful. 

These studies represent the individual thinking of both Professor Shils and 
Professor Fjelstad, and they have been in no way directed by this Agency 
other than the delineation of the scope of study. In the case of both of these 
studies, the analysis, evaluation and conclusions are the result of personal visits, 
correlation of questionnaire data prepared especially for these assignments, 
and a great deal of both primary and secondary research. The complete recom- 
mendations of the authors of these studies are not included, since they are not 
essential to the factual analyses, and, moreover, their personal opinions could 
better be presented in person, if desired, when they might have an opportunity 
to develop their views fully with respect to matters under current consideration. 


Following this we have reports on State Development Credit Corpo- 
rations and Authorities and Problems of Financing Small Business, 
by Edward B. Shils, Ph. D., February 14, 1958, and Local Develop- 
ment Corporations in Minnesota, by Ralph S. Fjelstad, dated 
February 1958, Northfield, Minn. 

(The reports referred to are as follows:) 


Stare DEVELOPMENT CrepIT CoRPORATIONS AND AUTHORITIES AND 
ProsLeEMsS OF Financtrna SMALL Business, SuspmMirrep py Dr. 
Epwarp B. Suis, Consu,TantT 


A REPORT TO THE SMALL BUSINESS ADMINISTRATION, FEBRUARY 14, 1958 


PENN VALLEY, NARBERTH, Pa., February 14, 1958. 
Hon. WENDELL B. BARNES, 
Administrator, Small Business Administration, 
Washington, D. C. 


DeaR Mr. BARNES: In accordance with my assignment as outlined in SBA 
contract No. 640, I am pleased to transmit to you my study on State Develop- 
ment Credit Corporations and Authorities and Problems on Financing Small 
Business. 

The analysis, evaluation, conclusions and recommendations are a result of 
visits to States, correlation of questionnaire data prepared especially for this 
assignment and in general, a great deal of both primary and secondary research. 

I wish to thank you personally for the interest you have evidenced in this 
study and must express appreciation also to Mr. Jules Abels, director, Office of 
Economie Adviser, Small Business Administration for his many courtesies, help, 
and understanding. Several meetings with your general counsel were also most 
constructive. 

In the event that I can be of further service on this study or on related prob- 
lems, don’t hesitate to contact me. 

Sincerely yours, 
EpWARD B. Sus, Ph. D., Consultant. 


INTRODUCTION TO THE CREDIT PROBLEMS OF SMALL BUSINESS 


In the spring of 1956, Standard Factors, Inc., of New York City made a pri- 
vate survey to determine what the impact of credit restraints on small borrowers 
had been. The findings indicated discriminations against small business. Its 
survey covered 125 banks and 727 manufacturing firms in 33 industries. It 
showed that in March 1955, before the first boost in the discount rate was made, 
89 percent of the companies surveyed were regular borrowers from commercial 
banks. “Just 1 year and five rate increases later, only 53 percent of the firms 
had lines of bank credit. Furthermore, it was the smaller firms that had been 
cut off. In the smallest group studied, those with a net worth of $5,000 to 
$25,000, the percentage of firms with bank lines fell from 53 percent to 18 per- 
cent. In the group, $25,000 to $100,000 on a net worth basis, the percentage of 
those with lines of credit dropped from 82 percent to 44 percent. The same con- 
trast did not take place in firms with a large net worth.” 





1 From the hearings of the Select Committee of the House on Problems of Small Business 
Financing, November 1957. 
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Other studies are available which show that while the growth of larger con- 
cerns is taking place through expansion by virtue of mergers and amalgama- 
tions, that small business is disappearing as a result of mergers and failures. 
According to Dun and Bradstreet, business failures in September 1957 exceeded 
any September since 1933, numbering 1,071; they were 15 percent heavier than 
in September 1956. 

The Hon. Wendell B. Barnes in his eighth semiannual report to the President 
also commented that business failures were up 9 percent for the first 6 months 
of 1957 as compared to 1956. He also pointed out that the recent increase in the 
number of failures had been due in part to such factors as the increased cost of 


doing business, keener price competition, and shifts in demand. 


Senator Joseph S. Clark of Pennsylvania, chairman of the Subcommittee of 
the Banking and Currency Committee of the Senate, which is devoted to the 
credit problems of small business, placed the searchlight where it belonged 
with a shrewd analysis of the needs of small business before the House Select 
Committee on Small Business. 

1. “First is the problem of short term credit—covering needs up to terms of 
5 years.” 

2. “Second is the problem of intermediate- and long-term credit covering needs 
of over 5 years and up to 20 or 30 years.” 

3. “Third is the problem of supplying needs for true capital or equity, invest- 
ment in small and new businesses.” 

4. “In each category, furthermore, the problem has two aspects: The avail- 
ability of the particular type of credit or capital needed and the price at which 
it may be available.” 

It will be the responsibility of this analyst in the following pages to analyze 
the activities and contributions of State development credit corporations and 
credit authorities to point out whether there are areas of interlocking activities 
which may be possible. It is also important that an evaluation be made of the 
activities of the active State credit development corporations and the work of the 
Small Business Administration in these same States. Explored will be similari- 
ties and dissimilarities between the two, with respect to type of borrowers served, 
lending requirements and other aspects of operation. 

Part A of this report will relate to the impact of State development credit 
corporations and authorities as a credit mechanism for small business. 

Part B will provide conclusions and recommendations. 


PART A. THE IMPACT OF STATE DEVELOPMENT CREDIT CORPORATIONS AND AUTHORITIES 
AS A CREDIT MECHANISM FOR SMALL BUSINESS 


I. Congressional hearings on small business raise questions about the size of 
the impact of State development credit corporations. 

1. The hearings on the credit needs of small business held on June 3 through 
June 20, 1957, by the Senate Subcommittee of the Committee on Banking and 
Currency developed substantial testimony on the contributions of the State 
development credit corporations. There seemed to be a belief that these cor- 
porations in themselves would serve as a panacea to cure all the credit ailments 
of small business without help from the Federal Reserve Board, the present 
Small Business Administration or some newly chartered Federal Agency such 
as the capital bank to be considered in Senator Sparkman’s proposal. 

2. To a somewhat lesser extent witnesses before the House Select Committee 
on Small Business in hearings held November 19 through November 22, 1957, 
re-echoed the earlier statements made in the June meetings before the Small 
Business Committee of the Senate. 

3. Despite an excellent review of the status of State development credit 
corporations made by the United States Department of Commerce, Office of 
Area Development, in November 1957, and earlier studies offered by the Small 
Business Administration to the legislative branch of the Government, witnesses 
appearing before the two committees in some instances presented a picture 
which exaggerated the impact of these private State corporations beyond what 
a realistic appraisal of their activities might justify. 

4. It is true that there is immense value in being able to deal with and 
evaluate local problems on home grounds; but the record shows that although 
the idea is catching on in many States who are patterning their activities upon 
the New England group, that these development credit corporations usually 
have some real difficulties in getting organized and functioning to maximum 
capacity. Legislation by the State must first be secured, then a charter devel- 
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oped, stock sold, and financial institutions contacted for membership and call-up 
pledges. As is the case in most financial businesses, there is a period in which 
the organization must receive recognition, instill public confidence, and improve 
its operating efficiency. In the case of the State development credit corporation, 
this usually takes about 3 or 4 years from the first enabling acts of the State 
legislature. 

5. Study has turned up many worthwhile advantages to the State develop- 
ment credit corporations and the several State authorities. These advantages 
are such that they could profit further by closer association with the Small 
Business Administration of the United States. In the gathering of data, both 
by visits and questionnaires, this analyst received the idea that the working 
personnel of the various State development corporations would be better off 
with a closer working relationship with the Small Business Administration. 
In fact, the corporation personnel indicated that they could gather strength and 
grow faster with the help of the Small Business Administration. Comments 
by State officials and recommendations for further activity on the part of the 
Small Business Administration with State development credit corporations and 
authorities will be found elsewhere in this report. 


Il. The New England type of State development credit corporations and its 
influence in other States, 

1. Although community industrial development corporations have existed for 
over 60 years and now are present in several thousand communities of the 
Nation, similar privately financed State development credit corporations first 
came into being with the formation of the Maine Development Credit Corpora- 
tion in 1949. 

2. The New England area has active development credit corporations in the 
States of Maine, New Hampshire, Connecticut, Massachusetts, and Rhode Island. 
New Hampshire passed its enabling act in 1951, while Connecticut, Massa- 
chusetts, and Rhode Island passed enabling acts in 1958. New York is now 
considered an active member of the Northeast Conference of Development 
Credit Corporations, It received its legislative enablement in 1955 and its 
charter a year later (See table No. I). 

3. It should be pointed out, however, that while Vermont passed an enabling 
act in 1953, it is still an inactive corporation with only $47,000 of stock sold. 

4. The North Carolina Business Development Corporation received its legis- 
lative authority in 1955 and has become the only true active credit corporation 
outside of the New England area (See table No. II). 

5. In addition to the 7 mentioned above, there are 10 development credit 
corporations in existence which are almost completely inactive (See table 
No. III). Most of these are of the New England type. 

6. Table No. TV is a list of 15 State development credit corporations or 
authorities where proposals are pending. Some have gotten as far as the legis- 
lative bill stage. Most of these contemplate the New England type of organiza- 
tion which will be described in detail when the Massachusetts Business 
Development Corporation is discussed. 

7. Table No. V shows three industrial credit authorities which are unlike the 
New England types, in that there are public agencies. 

8. Table No. VI shows the 17 States in which nothing has been done or is 
currently contemplated about State development credit corporations. 


III. The Massachusetts Business Development Oorp. compared to other New 
England State development credit corporations. 


1. With the exception of the North Carolina Business Development Corpora- 
tion, the public credit authorities set up for new plant development in Pennsyl- 
vania and Mississippi, the ambitious program of the proposed Arkansas Develop- 
ment Finance Corporation; all other existing State development credit corpora- 
tions appear to follow the basic New England type. The development credit 
corporation is a product of New England Yankee ingenuity created basically 
because of a twofold necessity: (a) The perennial problem of inadequately 
financed small and medium sized business and (b) the demise of certain indus- 
tries in the New England region and the migration of others. 

2. Although the earliest corporation in that area was Maine in 1949, the most 
active and the most successful is Massachusetts which began in 1958. Since the 
Massachusetts program appears to be the prototype for most of the activities 
which are now taking place in other States, the following discussion will con- 
cern itself with the Massachusetts Business Development Corporation. 
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8. The philosophy of the Massachusetts Business Development Corporation: © 


seems to be that small- and medium-sized businesses need long-term capital, as 
distinguished from short-term credit to expand and stay in business under con- 
ditions of rising working capital requirements caused by rising wages, high in- 


ventory costs, and rising tax liabilities. It has not been the business of the 


ordinary commercial bank to supply medium- or long-term capital in the form of 
loans. Those banks which occasionally supply term loans of from 3 to 10 years, 
confine themselves to businesses with top credit ratings and long and well estab- 
lished credit records. The manager of a business cannot conceive of the short- 
term loan as a source of even semipermanent capital, because as a borrower he 
is always faced with the imminent possibility that his loan may be called for 
payment. A bank line of short-term loans cannot be utilized for long-range 


planning. Savings banks have deposits which are close to demand liabilities so. 


they are limited to what they can do for small business. Life insurance com- 
panies are now doing a better job in long-term loans of from 10 to 20 years, but 
they must confine their activities to the strong credit risks. Floating a stock 
issue for a small corporation is impractical since the cost of the floatation is 
prohibitive. It is for this reason that the Massachusetts Business Development 
Corporation believes that the answer to the blind spot in the financial machinery 
lies with the State development credit corporation. 

4. To some extent, the charters of development corporations differ, but funda- 
mentally, they are the same. The stock is sold to public utilities, industrial and 
commercial enterprises, and individuals interested in the economic welfare of 
the State. The members of the corporation, who are banks and insurance com- 
panies agree to lend a small part of their resources, an average of 2 percent of 
capital and surplus on a pooling arrangement so that a little from many members 
creates a sizable loan pool. The outstanding loans from members cannot 
exceed a certain ratio; in Massachusetts, for instance, the maximum is $8.00 of 
debt for each dollar of share capital. This ratio varies among the States who 
are members of the newly organized Northeastern Conference of Development 
Credit Corporations. The ratio is 12-to-1 in New Hampshire and 10-to-1 in Con- 
necticut ; but in most instances, the corporations have not yet sold enough stock 
to enable them to borrow the full amount already pledged by the member insti- 
tutions. 

5. In Massachusetts as in the other States, stock has been sold because the 
buyers thought more of the indirect benefits of their investments rather than 
because of the profit motive. While profits are possible, the profit motive has 
not been the primary consideration. Development credit corporations have 
made it clear to prospective stockholders that any profits in the early years will 
be used to build up reserves against possible losses. It is for this reason the 
directors of many of these corporations, particularly in Massachusetts and 
North Carolina, believe that certain Federal tax exemptions or preferential 
treatment should be accorded the development corporations to encourage them 
in their activities. 

6. The Massachusetts Business Development Corporation and its neighbors 
in this field limit investment and leading activities to propositions which can- 
not be accepted by conventional financial institutions. They will not make any 
loan that a member organization will make itself. There is a close connection 
in the administration of the development corporations with the executive per- 
sonnel of the leading banks and insurance companies. On the Massachusetts 
board of directors, for example, there are representatives of 2 or 3 of the largest 
Boston banks, vice presidents of 2 insurance companies, presidents of 8 smaller 
savings or commercial banks, a utility executive and 5 leading businessmen. 
This adds strength to the organization and loans can be approved by a lending 
committee that has infinite investigation resources and know-how leading to 
the possibility of more expedited approvals. 

7. The potential resources of the existing State development corporations are 
far greater than the amounts currently pledged by members. In Massachusetts 
for example, members have pledged about $11 million of a potential $20 million. 
The problem seems to be one of selling more shares of stock in many of these 
States. The authorized capital stock of development credit corporations ranges 
from $150 000 in Maine to $4 million in Massachusetts as provided by the vari- 
ous enabling acts of the State legislatures. The Development Credit Corpora- 
tion of Maine originally had only $50,000, but subsequently increased this to 
$150,000. Of this amount, only $92,000 has been sold to date. In Massachusetts, 
$763,510 was sold as of June 30, 1957. For some reason, no development credit 
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corporation has as yet made an all out or determined effort to sell stock to the 
general public. The stockholders in the New England area are about 25 percent 
manufacturers, about 25 percent individuals, 13 percent utilities, 10 percent 
are merchants and about 27 percent are distributed among railroads, brokers, 
lawyers, contractors, newspapers, local chambers of commerce, service concerns, 
and trucking companies. The number of stockholders in each corporation is 
small, but does represent quite a variety of interests. 

8. The growth possibility of these New England Development Credit Cor- 
porations is limited, in case greater growth becomes more desirable. The limits 
to expansion of credit corporations include availability of funds, member insti- 
tutional cooperation in addition to providing funds and also the borrower de- 
mand factor. As yet, there has been no disclosed shortage of funds available for 
borrowing, even though balances are declining. This may be because of the rejec- 
tion rate, which in Massachusetts showed 110 rejected of the 204 formal appli- 
eations received. Connecticut rejected 120 of 172 formal applications received ; 
Maine rejected 167 of 238 “formals” received ; New Hampshire rejected 42 out of 
89 “formals” received; Rhode Island rejected 75 out of 96 ‘“formals’’ received. 
On the other hand, the recently formed New York Business Development Cor- 
poration rejected only 51 of 129 formal applications received. North Carolina 
also appears to have a high rejection rate with 54 rejections out of 86 formal 
applications. How much of the rejection rate is tied in closely to the fear of 
running out of loan funds as a result of inadequate sales of stock is, of course, 
conjectural. Some of the interviews with officials of these corporations indi- 
eated that “off the record” applications are being handled stringently because 
of fund limitations. These statements are not made in writing, however. The 
same attitude on the part of State development credit corporation personnel 
exists with regard to selling stock to some instrumentality of the Federal Gov- 
ernment. The oral statement is that additional funds available for lending would 
be welcome from any source, as long as there are not too many strings attached 
to these funds. Written statements to this analyst and also testimony in some 
cases before congressional committees usually state, “We are capable of doing 
this job locally on a self-help basis.” Subsequent tables in this report indicate 
however, that there is just as much activity by the Small Business Administra- 
tion in those States with private development corporations as in States where 
there are no development corporations. 

9. Only in Massachusetts where $10,577,260 has been pledged (or about half 
of the potential amount) have the actual pledges been substantial as compared 
to potentials. It is interesting, however, to note the control which the share 
capital has on “call-ups” from members. In Massachusetts, although $10,577,260, 
has been pledged, only $3,500,000 has been called up. The amount which may be 
called up in Massachusetts is potentially eight times the stock sold ($763,510) 
or a realizable call up of $6,108,080 rather than $10,500,000 of pledges or the 
$20,000,000 potential. Based upon repayments coming in as of June 30, 1957, 
Massachusetts only has another $1,700,000 to lend, unless they sell some more 
stock and therefore utilize their borrowing leverage. Mr. J. D. Linehan, man- 
ager, Connecticut Development Credit Corp., reports, “At time this corporation 
encounters situations which are beyond its financial capacity and necessary 
funds are inadequate.” ’ 

10. Connecticut is near its loan limit and is trying to sell stock; New Hamp- 
shire has $500,000 to lend; Maine had only $209,000 in March 1957 to lend; 
New York did not use its capital funds for loans and has $150,000 in reserves 
and $193,000 in Government bonds. 

11. Capital stock sales are helped by successful operating records. Because 
the way has been shown by the development corporation on a Statewide basis, 
the public is getting to know more about these organizations and to have confi- 
dence in them. Additional stock is being sold, but not in the desired volume. 
This is the chief immediate problem facing the credit corporations. Attracting 
capital by dividend payments is not considered feasible in the light of the 
quasi-public nature of these organizations. Although the availability of bor- 
rowed funds has not, as yet, become a problem, it would be one if capital stock 
was increasingly sold. Most commercial banks in the New England States have 
already joined, so that about 80 percent of the potential funds available from 
them have already been pledged. Indications are that insurance companies and 
savings banks have large amounts still unpledged. 


1 Response to questionnaire from the Consultant, January 1956. 
25312—-58—-pt. 2-8 
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12. Although the $8,123,716 disbursed in approved loans by the Massachusetts 
Business Development Corp. as of June 30, 1957, may not seem impressive, it 
should be pointed out that this represents 54 percent (see table No. I) of the 
total loan disbursements made by that time by the States of Connecticut, Maine, 
Massachusetts, New Hampshire, Rhode Island, and New York. Also, it must be 
considered that this assistance was of a secondary nature, often on a second 
mortgage basis and frequently concurrent with short-term bank loans. The cor- 
poration acted as a catalyst for additional sizable funds from conventional 
sources which might otherwise be unavailable. 

13. The Massachusetts records show that the loans approved were responsible 
for over 12,000 jobs with an annual payroll of about $45 million and provided 
annual sales of about $125 million. Sixteen new buildings were financed en- 
compassing 400,000: square feet of space, 10 loans rehabilitated formerly vacant 
buildings and these now house 6,000 employees. One million dollars was loaned 
to assist four new firms to move into Massachusetts, thus showing the mixed 
responsibilities of the corporation. The Massachusetts activity made possible the 
use of $2 million in senior first mortgage money from other sources and an un- 
determined amount of equity funds. The interest rate charged the borrowers 
was 6 percent and at the same time for the years 1955 and 1956 operating profits 
of $31,009 and $49,502 respectively were made. 

14. Of the total loans approved by the Massachusetts Business Development 
Corp.. $3,737,000 were approved for companies and projects in New Bedford, 
Fall River, Lawrence, Lowell, Milford, and Southbridge, once classified as labor 
surplus areas. Massachusetts loans have gone to the following types of activ- 
ities: a new plant for a growing firm in aeronautical research, working capital 
for a brass mill which had exapnded too rapidly, a new building for a candle 
manufacturer, a new plant for an expanding clothing company now moving into 
Massachusetts, new plants for growing electronics firms, working capital and 
new plants for food processors, a new building for an expanding furniture manu- 
facturer, a loan to expand a hospital, long term working capital to machine shops 
and metal fabricators, working capital to paper converters, equipment purchase 
loans to printing establishments, loans to shoes and textile industries. 

15. It is easy to see from the type of loans made in Massachusetts that even 
though the emphasis has been on manufacturing, that there has been flexibility 
and diversification. This corporation will entertain any risk that proves to be 
credit worthy and of commensurate benefit to the affected community. In re- 
gard to standards for eligibility and credit, these have been flexible with no 
written restrictions or regulations. 

16. There have been some departures from the Massachusetts pattern in other 
New England corporations. Maine has made some loans at 5 percent, although 
most have been at 6 percent like the other New England corporations. Three 
credit corporations have charged a service charge of 1 percent of the net amount 
of the loan for the first year. Others specify a set spread of 2 to 8 percent be- 
tween the lending rate and the prime rate. The 6 percent rate has, in effect, 
been broken by these service charges. Rhode Island now charges 8 percent about 
the prime rate and indicates that borrowers do not believe that 7 percent or 
slightly over is too high. Some corporations sell capital stock of their corpora- 
tions to the borrower, whenever possible, as a part of a deal which, in effect, 
represents a high lending rate. The funds for lending are called up from mem- 
bers on notes with maturities varying from one-half year to 5 years. Rates paid 
to members in Massachusetts is one-fourth percent above the prime rate, but in 
some of the newer proposed corporations, it varies from 2 percent to one-fourth 
percent above the prime rate. 

17. An important factor in the volume of loan approvals, besides the sale of 
shares and the pledged funds limitation, is the fact that credit corporations have 
small staffs, ranging from 1 in New Hampshire to 5 in Massachusetts. A lot of 
the necessary work is performed by volunteers from the banks. Despite out- 
side volunteer help, credit corporations are definitely limited in their ability 
to handle many loans. They make about 30 loans per lending officer which is sub- 
stantially less than made by bank officials. Loan arrangements often involve 
financing packages which are time consuming and in addition, the rejection rate 
is very high with over half the formal loan applications turned down. As 
will be pointed out in later tables, the average loan is high and it must be if 
interest income is to cover costs. This means that small type businesses are at a 
disadvantage as compared to applying for loans from the Small Business Ad- 
ministration of the United States. 
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18. The researchers at the Federal Reserve bank in Boston’ indicate that 
loans by the Small Business Administration made cumulatively from 1953 to 
1957 in amounts above $100,000 per loan were substantially fewer in number than 
such loans made by New England State development credit corporations in the 
years between 1949 and 1957; despite the fact that loans made by the Small 
Business Administration in amounts less than $100,000 were greater in the 
aggregate number. 


LV. Risk, security and term of loans engaged in by the Massachusetts Business 
Development Corp. and other New England development corporations 


1. The main purpose of the development credit corporation loan in New England 
has been to enable existing manufacturers to grow. Half of the loans made by 
credit corporations have gone to concerns already in business in their respective 
states, but which needed assistance to expand. One-third of the loans in the New 
England States have gone to entirely new firms. Companies which had been in 
business elsewhere but relocated in the New England States received 11 percent 
of the loans. The remaining loans went to firms in financial difficulty. The per- 
centage of out of state loans in Massachusetts is probably higher than in the 
other State development credit corporations. 

2. Only the Maine and New Hampshire credit corporations have made sub- 
stantial progress in the direction of making loans to entirely new firms. About 
one-half of their loans were in this category. According to a recent study,’ 
“Credit corporation borrowers are almost all manufacturers,” the New England 
group felt that economic activities in the region could best be expanded by 
concentrating on manufacturing rather than services or distribution. 

3. Credit corporation borrowers tend to be among the larger small businesses. 
This is borne out by subsequent tables showing the activity of Small Business 
Administration loan disbursements in New England as compared to average 
loans there on the part of State development credit corporations. 

4. Data has been secured by the Northeast Conference of Development Credit 
Corporations which shows that when $8,500,000 of secured loans for the New 
England development credit corporations were broken down as of September 30, 
1957, that by category, 34 percent provide security through 1,310 in number 
and $58,435,000 in dollar value. 


Special Study—Federal Reserve Bank of Boston, January 15, 1958. 
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TABLE VII.—A summary of Small Business Administration business loans dis- 
bursed in those States and Territories which have active State development 
credit corporations or authorities, in those with inactive corporations, in 
those where proposals are pending, in those which have no plans for State 
development credit corporations 








Number of Amount of | Number of} Amount of 
States or SBA loans |State devel-| State credit 
Territories | Number of} disbursed opment | develop- 
involved |SBAloans| through credit ment Description 
in each disbursed | Sept. 30, |corporation|corporation 
category 1957 2 loans ! disburse- 
ments ! 
6 440 |$22, 306, 000 227 |$14, 930, 899 | 6 “ New England States and New 
ork. 
1 91 | 4,594,000 32 | 1,898,000 | North Carolina. 

10 1, 438 | 57,744,000 0 0 | States with inactive but existent State 
development credit corporation. 

15 1,310 | 58, 435, 000 0 0 | States where proposals for State credit 

| development corporations are pending. 

3 362 | 19, 474, 000 0 0 | States with active credit authorities but 
no development credit corporation 
cot Mississippi and puerto 

co). 

17 2,099 | 94, 331, 000 0 0 | States in which there are no State credits 
development corporation or authorities 
and none contemplated. 

52 5, 740 |256, 884, 000 259 | 16, 828, 000 


! Disbursements of State development credit corporations are taken from reports of those organizations 
and are cumulative disbursements on approved loans up to June 30, 1957. They do not include disburse- 
a of credit authorities such as Pennsylvania, Mississippi, or Puerto Rico which are financing of plants 
usually. 


? SBA loans disbursed go to Sept. 30, 1957. These are the product of direct and bank participating loans, 


including, bank shares. These data are conservative and do not include end of the quarter processing, for 
four cumulative periods. 


5. In three States, Pennsylvania, Mississippi, and also in Puerto Rico, State 
development credit authorities are operating actively. Pennsylvania is in reality 
the only truly State organization, since the one in Mississippi simply controls 
the local municipal revenue bond proposals. The Pennsylvania authority is fast 
running out of funds in its 100 percent financing plan and will have to go to the 
legislature for more funds in 1959. In these three States or Territories, Small 
Business Administration loans numbered 362 and $19,474,000 in dollar value. 
The corporations in these States are not set up to supply intermediate credit or 
working capital. 

6. There are 17 States in which the citizens have not done anything about 
planning or setting up private or public State development credit corporations 
or authorities. None are contemplated at present. Here the Small Business Ad- 
ministration is also doing an extensive job with 2099 loans disbursed and 
$94,331,000 of funds. 

7. A total of 5,740 Small Business Administration direct or participating busi- 
ness loans (nondisaster) have been made in the 52 States, Territories, and Dis- 
trict of Columbia, amounting to $256,884,000. Loans by State development credit 
corporations amounted only to 259 in number and $16,828,000 in amount as of 
June 30, 1957. The details of all the active State development corporations, as 
well as States with none, are to be found in table No. VIII which follows. 

8. As to the positive side of the future potentiality of State development credit 
corporations and the likelihood of allying their efforts to Small Business Admin- 
istration or some other Federal agency, the following summary in table VIII is 
of interest. It should be noted that 7 active corporations, plus 10 inactive ones, 
3 public authorities in States where the credit corporations do not exist, and 15 
States with talk of proposals pending involve 35 States in all in which something 
is being done. This compares with only 17 where planning of State development 
credit corporations at present is nonexistent. 
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PART B, CONCLUSIONS 


1, The assignment which the consultant agreed to undertake for the Small 
Business Administration requested a report which shall be a discussion of the 
State development corporations and include the following topics: 

“a, The nature of the State development corporations.” 

“b. The manner in which State development corporations raise funds and the 
extent to which their funds are adequate for the purposes for which they are 
organized.” 

“ce, The extent to which local development corporations can and do cooperate 
with the State development corporations.” 

ze The nature and extent of security required by the State development corpo- 
rations. 

“e. The extent to which loans made by the State development corporations 
duplicate the type of loans presently being made by the Small Business 
Administration.” 

“f. The extent to which the State development corporations are able to partici- 
pate with Small Business Administration in making loans and the nature of, 
extent of, and reasons for the limitations, if any, on this. ability .to participate.” 

“g. The extent to which the legislative authority of Small Business Administra- 
tion as contained in the Small Business Act of 1953, as amended, should be 
amplified in order to enable the Small Business Administration to surmount 
the limitations imposed on its participation with the State development corpo- 
rations making loans.” 

2. Detailed answers to most of the questions raised in the above assignment are 
found in the descriptions of State development corporations provided in part A 
of this text. In order to complete the assignment properly, however, it is neces- 
sary to pinpoint findings now in the “Conclusions” and a restatement has been 
prepared. Finally, recommendations relative to amplifying Small Business Ad- 
ministration authority will be found in part B, 11, in the latter half of this section. 

3. As to the nature of the State development corporations and the manner in 
which they raise funds; these have been more than adequately described in 
part A. However, it would do no harm at this point to state that a State devel- 
opment credit corporation is a quasi-public type of organization, set up by a legis- 
lative enabling act in each State as a lending agency (in addition to banks, etc.) 
to be operated privately using private money. The objective of the development 
corporation is to provide risk capital for promising industrial firms that cannot 
qualify for medium- or long-term loans from commercial banks. The aim is 
accomplished by loans to business and industry, or to local community develop- 
ment corporations who may be interested in constructing plants for new industry 
within the area. Several public credit authorities have been set up by State 
governments as public corporations as in Pennsylvania. These were described in 
part A and the author need not go into details in this section of the report. It 
was indicated that they are more concerned with plant promotion than lending 
money for working capital. 

4. The manner in which private corporations raise their funds is as follows: 
State laws authorize banks, insurance or surety companies, and investment 
houses to become members and to make available to the State development cor- 
poration usually 2 percent to 3 percent of their capital and surplus. A line of 
credit of this sort creates a credit pool which can be tapped pro rata by the 
corporation in making a loan to a borrower. The risk is distributed fairly 
evenly among the institutional membership. In addition to “callups” of pledged 
funds from the members, the corporation sells shares of stock which provide 
operating capital and act as a cushion against losses. Were it not the primary 
motive of the corporation to rehabilitate the economy of the State, it is possible 
that dividends could be paid stockholders through profits. However, these 
corporations appear to be looking ultimately to Federal tax exemption of some 
type, and operating profits have gone to provide reserves against losses. Accord- 
ing to their charters, the ratio of funds available from members to the capital 
of the corporations varies in theory from about 8 to 1 to12to1. Although this 
would seem to supply future leverage in untapped funds, actually eallups of 
pledged funds have been small because of not too great a success in sale of stock. 
Regardless of members or pledges, stock of the corporation must be sold in 
sufficient volume to warrant callups. Lack of cash for lending is therefore tied 
in directly to lack of stock sales. Some of these corporations have experienced 


difficulty in selling stock and as a result are insisting that borrowers also buy 
stock. 
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5. As to the extent to which funds of the corporation are adequate to do the 
job they wish to do, this definitely varies among the active corporations. In 
New England, for example, the Massachusetts Business Development Corp. 
reported on May 23, 1957, that it had about $1,700,000 to lend. When one con- 
siders that the Massachusetts Business Development Corp. portion of gross 
approvals between January 1 and November 30, 1957, amounted to $11,331,900, 
this does not seem to be much of a cushion. Connecticut reported to the North- 
east Conference on May 23, 1957, that they were “trying to sell stock and that 
they were near their loan limit.” New Hampshire at the same time reported 
that one-half million dollars was available for lending. (Their loans are small 
on the average.) Maine reported that as of March 1957 that only $209,000 was 
available for lending. New York does not seem to have much of a problem 
with funds, provided they can sell stock. Also, New York is limited by a ratio 
of stock to pledges; as of June 1957, they had only sold $480,000 of stock. The 
Pennsylvania Industrial Development Authority, which assists 100 percent 
financing of new plants in conjunction with local development groups and banks, 
indicated that of $8 million appropriated by the State, that about $1 million is 
uncommitted as compared to disbursements, approvals, tentative approvals. 
The manager of the Connecticut Corp. indicated that situations are often en- 
countered which make available funds inadequate. Maine reports that “$250,000 
capital stock was authorized, but that only $103,300 sold, and that to maintain 
a ratio of 10 to 1 as between member money and stockholder money that $21,700 
should be sold of additional stock.” 

6. It is difficult to secure from personnel of the State development corpora- 
tions an admission that funds are inadequate, but it appears that fund inade- 
quacy may be a partial reason for the high rejection rate. The answers always 
seem to be couched in such language as “all we need to do is sell more stock 
and then this will permit us to borrow more from our members.” The proof of 
the pudding that it is not easy to sell stock is the fact that such little progress has 
been made so far, even in the active corporations. Table VIII (part A) reports 
in detail how much stock has been sold by the so-called active credit corpora- 
tions, most of which are in New England. The record of stock sales is not too 
impressive, and it is also easy to see that the Small Business Administration is 
still meeting the needs of small business in those State and, in fact, providing 
smaller loans on the average to smaller business men than the State develop- 
ment corporations. Arkansas, as described in part A, illustrates the principle 
that sometimes it is impossible to sell shares. This idea was abandoned, and 
this State agreed to set up a public corporation and buy $5 million of bonds from 
it. However, capital is still required, and Arkansas is suggesting that the Fed- 
eral Government match funds with the State. Table III in part A listed 10 
existent but inactive development credit corporations; among them were such 
important States as Kansas. Michigan, and Wisconsin. Not a share of stock was 
sold. not a single loan made in some cases as much as 3 years after passing 
enabling legislation. The State of Vermont is a good illustration. Enebling 
legislation was passed in 1953, and still not a single loan has been made. Devel- 
oping an efficient organization is also a problem, and a fine executive must be 
secured in order to counterbalance starting inertia. Having a good lending 
committee is alsoimportant, Perhaps, the further one gets away from the centers 
of money like Boston, the more difficult it becomes to raise share capital. 

7. As to the extent to which local development corporations can do and 
cooperate with State corporations, this is definitely on the positive side. To 
quote from New Hampshire, “In those New Hampshire cities and towns where 
there are local industrial foundations, a pattern of financing has developed in 
which a bank, the New Hampshire Business Development Corp., and the local 
foundation each play a definite part. This triple-play combination usually 
operates to finance new industrial construction.” Maine answers, “Since the 
inception of our corporation, we have cooperated with local development groups 
by making joint loans on eight separate occasions.” Connecticut reports, “In 
some instances, joint loans to businesses have been made, while in some other 
cases, the financial assistance has been handled solely by this corporation with 
the local development corporation aiding in site location and zoning.” Massa- 
chusetts states, “During the 3% years of our active operations, we have attempted 
to cooperate to the fullest extent with agencies primarily designed to promote 
the advantages of particular areas. These include chambers of commerce, the 
New England Council, Massachusetts Department of Commerce, area develop- 
ment departments of utility companies, realtors, local industrial foundations, 
and governmental units.” The Pennsylvania Industrial Development Authority, 
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a public agency says, “That the authority’s loans may be made only to local 
development corporations. The act creating the authority was requested by 
and in part written by representatives of local development corporations. From 
its inception on August 21, 1956, through December 1957, the authority made 44 
loan commitments totaling $5,685,812 for construction of plants or plant expan- 
sions costing $17,120,586, that will provide direct employment for 8,485 factory 
workers upon their completion.” Pennsylvania Industrial Development Author- 
ity advances 30 percent of project cost, the local community development cor- 
poration 20 percent, and the commercial bank 50 percent. The State of Penn- 
sylvania takes a second mortgage. In most specific projects in New England, the 
State development corporations assure 25 percent of the project, the local com- 
mercial banks 50 percent, and the community development corporation or 
foundation 25 percent. 

8. The subject of security required by State development corporations has 
been fully described in part A. To summarize, although these requirements 
vary from State to State, generally, they are as follows in the New England 
area: 34 percent are first mortgages, 22 percent are second mortgages, 38 per- 
cent machinery and equipment loans, and 6 percent “all other.” The extensive 
use of second-mortgage collateral is a departure from commercial banking prac- 
tices. National banks are barred from second-mortgage loans. Credit corpo- 
rations grant a larger loan against equipment and machinery than do banks. 
First mortgages of the corporations are often on property which is old and go 
much farther than would the commercial banks in this respect. Other items 
might include assigned accounts receivable, assigned life insurance, guarantees 
of principal stockholders; also the “emphasis on negative pledge clauses and 
working capital restrictions as much as on liens,” is pointed out by Rhode Island 
as well as other States. These collateral requirements do not differ greatly 
from those required by the Small Business Administration. 

9. The next question directed to the consultant in this survey dealt with the 
extent to which loans made by the State development corporations duplicate the 
type of loans made by the Small Business Administration. 

a. Characteristics of the borrowers——(1) Development credit corporations 
are flexible in that they may lend to small firms or large ones without having the 
limitations which are placed on Small Business Administration activities. Data 
in part A show that the average Small Business Administration loan is smaller 
than the average State development corporation loan—which means that Small 
susiness Administration is really providing funds for not only “small business” 
but “smaller business.” 

(2) The emphasis on type of borrower with the State development corporations 
is “the manufacturer” and, generally, not too small a manufacturer, since one 
purpose of the corporation is to add employment in substantial numbers to 
various communities. With Small Business Administration, wholesalers, retail- 
ers, and service firms are also eligible and loans are made to them in substantial 
numbers. The larger wholesalers, retailers, etc., are eligible under ‘direct’ 
or participating plans; while the smaller ones can come in under the limited 
loan participation plan with somewhat of an easing of the collateral require- 
ments. Lending to retailers or service firms runs counter to the primary purpose 
of State development corporations. The theory is that expanding the economic 
basis of the community indirectly serves distribution firms. The State develop- 
ment corporation does not have to follow limiting criteria or that which binds 
the Small Business Administration. For example, a manufacturing concern 
considered “small” has 250 employees or less; if it has between 250 and 1,000 
employees it may be considered “large” or “small” depending on the industry. 
Wholesale concerns to be “small” must have $5 million sales or less. Retail 
and service trades must have receipts of $1 million or less. 

(3) Of all the business loans approved by Small Business Administration 
cumulatively through September 30, 1957, 36.7 percent were used for working 
capital; 24.2 percent for facilities (plant and real estate) ; 28 percent for con- 
solidation of obligations; and 11.1 percent were for equipment (machinery and 
chattels). As a contrast to the Small Business Administration distribution, it 
should be pointed out that the Massachusetts Business Development Corp. dis- 
tributed 42 percent of funds for working capital and 58 percent for new con- 
struction, machinery, equipment, etc. In North Carolina, the distribution of 
loans by the State development corporation is as follows: 54 percent for con- 
struction of new plants or expansion of old ones; 29 percent for acquisition of 
machinery and equipment; only 12 percent for working capital; and 5 percent 
for payment of existing indebtedness. 
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b. Eligibility of borrowers—(1) A concern may formally apply for a credit 
corporation loan only if it cannot obtain the loan from conventional sources 
(commercial banks). 

(2) By law, Small Business Administration can make loans only when financ- 
ing is not otherwise available to them on reasonable terms. The limitations on 
both Small Business Administration and the State development corporations ap- 
pear similar, but it would appear that the State corporations are somewhat less 
stringent than Small Business Administration (in direct loans) in requiring a 
letter from the applicant’s bank stating that it is unable to make the loan. It 
was indicated to the consultant that prospective borrowers shy away from the 
Small Business Administration offices because they must submit so formally to 
this request. 

(3) The Massachusetts Business Development Corp. states: “Regarding our 
standards for eligibility and credit, we have deliberately pursued a policy of 


flexibility with no written restrictive rules or regulations. Our credit standards — 


are reasonably high and we have attempted to avoid any necessity for lending 
to doubtful enterprises or to indulge either in speculative ventures or imprudent 
lending practices.” 

ce. Collateral or security required —(1) Both Smal] Business Administration 
and the State corporations insist on certain prudent credit requirements such as 
“good character,” business ability, expectation of future sound operations, past 
and future earnings prospects, and reasonableness of repayment. 

(2) Small Business Administration collateral may consist of mortgages on 
land, buildings, equipment, assignment of warehouse receipts, assignment of cer- 
tain type contracts, chattel mortgages, assignment of current receivables. Less 
tanvible collateral is required of wholesalers, retailers, and service firms ‘“‘in 
limited loan participation plans” as long as a.creditable record is forthcoming. 

(3) Small Business Administration prefers first mortgages and hesitates a bit 
more than do State development corporations about taking a straight second 
mortgage on a large risk. They will “sweeten” a deal with a second mortgage 
provided other collateral can be provided. Small Business Administration also 
stipulates negative conditions on the right of business, such as the limitation on 
salaries, controlling the increase of fixed assets in any one year, etc. 

(4) State development credit corporations require first and second mortgages, 
mortgages on machinery and equipment, assignments of accounts receivable, in- 
surance, etc.; but in addition, insert certain negative covenants in the manage- 
ment of the business. 

d. Tupe of loans—terms of loans and relationship with commercial banks.— 
(1) The State development corporations, with some variations, finance business 
construction, conversion, and expansion as does the Small Business Administra- 
tion. 

(2) The State development corporations make loans to finance the purchase 
of equipment, facilities, supplies, or materials as does the Small Business Ad- 
ministration. , 

(3) The State development corporations make loans to supply working 
capital as does Small Business Administration. 

(4) A substantial amount of funds of State development corporations within 
the State may be used to provide new plants for firms coming in from without 
the State. It is estimated that 10 percent of the borrowers are newly located 
in the State. This is quite different from the usual Small Business Administra- 
tion grant. Also, the public industrial credit authorities, as in Pennsylvania, 
which aim at 100 percent financing of new plants in conjunction with community 
develonment organizations and the banks, have quite a different function from 
Small Business Administration. 

(5) The maximum maturity of a Small Business Administration loan (ex- 
elusive of the limited loan participation plan) is 10 vears, except that “pool” loans 
may be 20 years. The maximum maturity of a limited loan participation plan 
is onlv 5 years. With few exceptions, most Small Business Administration direct 
loans or participation loans are for maturities of from 5 to 7 years, although a 
substantial number are for the 10-year period. 

(6) The State development corporation loans have provided their funds for 
fairly long terms. The average maturity of loans in the New England area is 
about 614 years. About 7 percent are for more than 10 years and about 6 nercent 
under 5 years. This seems to be about the average maturity for Small Business 
Administration (except in the limited loan participation group). 

(7) Small Business Administration’s business loans are principally of two 
types: “participation” and “direct.” “Participation” loans are those made 
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jointly by the Small Business Administration and banks or other private lending 
institutions. ‘Direct” loans are those made by Small Business Administration 
alone. Small Business Administration cannot make a “direct” loan, if a private 
lending agency is willing to participate with it in a loan to the applicant. When 
banks or private lending sources are unable or unwilling to make a requested 
loan, the businessman must first learn whether it can or will do so, if the Small 
Business Administration agrees to participate in the loan. Small Business 
Administration’s participation could then be on a “deferred” or on “immediate” 
basis; that is, it might agree to purchase from the bank, at any time during a 
stated period, a fixed percentage of the outstanding balance of the loan; or it 
might agree to purchase immediately a specified percentage of the loan. The 
Small Business Administration cannot enter into an “immediate participation 
if a “deferred” participation is available. On “direct” loans, a further inflexible 
factor for small firms is that the firm’s application must be accompanied by 
letters from two banks, stating that they cannot grant the requested loan. 

(8) Banks have sometimes participated in loans on an equal basis with de- 
velopment credit corporations in regard to security. At other times, bank loans 
have been in a senior position to those of credit corporations, and in many cases, 
bank loans have been made for short-term financing purposes when credit corpo- 
ration advances took care of the longer term needs of the concern. In these 
long-term loans made in conjunction with State development credit corpora- 
tions, banks have usually accepted the same maturity as credit corporations, 
although sometimes the banks have taken earlier maturities. Insurance com- 
panies have obtained first mortgages on real estate, senior to the credit corpo- 
ration’s position, in every case in which they have participated. 

e. Interest charges and other direct or indirect costs—(1) Small Business 
Administration limited loan participation plans are held to an interest rate 
of not more than 6 percent per year. The interest rate on direct loans has 
been set at 6 percent per year. In loans made jointly with banks, interest rates 
must be 6 percent or below. Many loans have been made at 5% percent, 
and the interest rate in some cases on Veterans’ Administration-guaranteed 
loans to veterans has been 414 percent. 

(2) Most credit corporations have broken the traditional 6 percent ceiling 
on loans by adding service charges of 1 percent or more for the first year. 
Some corporations feel that borrowers do not believe effective rates of 7% 
percent are too high. Some corporations sell capital stock to the borrower; 
in effect, this represents a higher interest rate. 

(3) Subject to Small Business Administration approval, a loan applicant may 
pay reasonable costs incurred for services rendered by attorneys, appraisers, 
and accountants with the preparation of the loan application or the making 
-of the loan. 

f. Limitations on amounts (the size of the loan).—(1) The Small Business 
Administration is in an inflexible position as compared to State development 
corporations. Small Business Administration is limited to $250,000 unless in 
a “pooled” arrangement. The limited loan participation plan for wholesalers, 
retailers, and service firms limits the Small Business Administration share to 
$15,000, or 75 percent of the total amount of the loan, whichever is the smaller. 

(2) Since the State development corporations will show operating expense 
decreases only as the size of loans increase and since these corporations are op- 
erating close to the margin of unprofitability now, these corporations will prob- 
ably continue large-size loans and possibly increase them, if funds are avail- 
able. In fact, it may be that many of the rejections are in the small borrower 
classifications who do receive consideration by Small Business Administration. 
Loans of State development credit corporations have gone as high as $800,000 
as compared to the Small Business Administration’s $250,000 limitation. 

g. General attitude of State development corporation personnel toward the 
subject of duplication with the Small Business Administration.—(1) Connecti- 
cut: “The same type loans are generally made and requirements are usually 
similar”; Maine: “Generally speaking, the purposes of the loans are identical” ; 
New York: “If the word ‘duplicate’ here applies strictly to the type of loan, 
there is no doubt a similarity. Both lending agencies being remotely situated 
from the scene of activity of the individual borrower are no doubt setting up 
the loans very much alike insofar as management agreements are concerned, 
recording of collateral instruments, etc.”; Massachusetts: “Both the Massa- 
chusetts Business Development Corp. and the Small Business Administration fur- 
nish long-term loans which are unavailable from usual banking channels. To 
this extent, there is probably much duplication in our activity. Small Business 
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Administration has no restriction against lending to nonmanufacturing, whereas 
Massachusetts Business Development Corp. attempts to restrict its activities to 
the largest extent to manufacturing enterprises.’’ The comments listed above, in 
the main, indicated similarities or duplication with Small Business Administra- 
tion activities. This is what is in the minds of development corporation 
personnel in these States, despite many facts to the contrary. 

(2) The following comments, derived from data gathered through question- 
naires, provide a different picture of dissimilarity between Small Business Ad- 
ministration and State development corporations. New Hampshire: “Possibly 
some, but not to any great degree, Small Business Administration only recently 
opened a New Hampshire office’; Rhode Island: “I would say that our loans 
in no way duplicate the type of loans made by Small Business Administration” ; 
New York makes a further statement, “There should be no duplication between 
these two agencies, the Federal agency is not supposed to make loans to any busi- 
ness enterprise who can procure the necessary financial assistance from other in- 
stitutions on reasonable terms.” The Pennsylvania Industrial Development Au- 
thority: “In Pennsylvania, long-term industrial construction financing has not 
been a loan field in which the Small Business Administration has been active.” 
Also, in the plant construction activity, the Mississippi Agriculture and Indus- 
trial Board: “I don’t believe there is any duplication here, because the ‘balance 
industry with agriculture program’ was set up to accomplish an entirely different 
purpose from that of Small Business Administration”; the Business Development 
Corp. of North Carolina: “The Small Business Administration has gone a long 
way in helping small business throughout the country. They are very much alive 
in North Carolina. I do not think we bid for the same loans by any means, but I 
know we have had applicants come in and say the Small Business Administration 
referred them to us, and on occasion, I have referred an applicant to Small Busi- 
ness Administration. I think our present maturities and average length of loans 
run similar to Small Business Administration’s loans, perhaps a little longer. 
* * * T think the Small Business Administration is quite restricted in its long- 
term lending setup. * * * We will have occasions to approve longer maturities 
than 10 years.” 

10. The following section relates to the extent to which the State development 
corporations are able to cooperate with the Small Business Administration in 
making loans and any reasons for limitations on the ability to participate. 

a. Sympathetic interest on part of the Small Business Administration evi- 
denced towards State and local development corporations.—(1) Small Business 
Administration has indicated a positive desire to help with growth and expansion 
of industries in various States and communities. On the other hand, Small 
Business Administration has not actively promoted the relocation of firms or in- 
dustries, where the primary incentive is some local subsidy or where relocation 
is from a surplus labor area which needs industry. The Small Business Ad- 
ministration could not take the position of contributing to further unemployment 
in one State in order to reduce it in a second State. 

(2) Although State development credit corporations find interested officials in 
Small Business Administration, it must be realized that these corporations are 
not “small business” within the meaning of the Small Business Act of 1953. 

b. Small Business Administration has ruled that State develonment corpora- 
tions are primarily financial institutions and that it rwill participate with them 
in lending—(1) It would now be possible for any State development cornora- 
tion to considerably expand its functions bv asking the Small Business Admin- 
istration to participate in certain loans. This has been done on a very few oc- 
easions in Connecticut, New Hampshire, and Pennsylvania. 

(2) Such narticination would be upon anplication by the State development 
corporation for a direct participation by Small Business Administration on a 
specific loan and would not be a general grant of loaning authority to the State 
development corporation. 

(3) Also, under present law, Small Business Administration would have to in- 
sist that the borrowers comply with the general credit criteria of Small Busi- 
ness Administration and that the recipients qualify as “small business” under 
their limitations. Some loans of State develonment corporations wonld not 
qualify for Small Business Administration particination. since they might be 
made to fairly large corporations or the collateral might be insufficient by 
Small Business Administration standards for the risks involved: such as a com- 
pletely equity-capital type loan in which there is no collateral other than com- 
mon stock or the collateral is only an “unsweetened” second mortgage or a junior 
lien, with the senior liens taken by the banks. This type of risk could take 
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place in such a State as New York where the charter provides great flexibility 
for the corporation’s activities. 

(4) Small Business Administration will also cooperate to its fullest extent 
with local development corporations. As of November 1957, 16 loans were made 
to local development corporations, in all of which there were terms of agree- 
ment between the local corporation and a business firm already in existence. 
The loans were either direct, immediate participation or deferred participation ; 
the earliest was November 16, 1953, in Minnesota and the last one was May 3, 
1957, in Georgia. Other States involved were Alabama, Arkansas, Connecticut, 
Kentucky, Nebraska, Pennsylvania, South Carolina, Tennessee, and Virginia. 
The total amount approved was $1,519,417. 

c. Responses from administrators of State development credit corporations 
or authorities about possible participation with Small Business Administration 
in lending and present practices.—(1) Connecticut: “Some participations have 
been made with the Small Business Administration and the customary reason 
has been that a particular loan may be beyond our financial ability to handle 
alone.” 

2) Maine: “The Development Credit Corp. of Maine has not participated in 
any loans with the Small Business Administration, such participations being 
eligible for bank credit. Our charter prohibits competition with private bank- 
ing institutions.” 

(3) “Massachusetts Business Development Credit Corp. can participate with 
Small Business Administration in loans, but as a matter of practice, participa- 
tions are usually sought by both agencies from the borrower’s current bank of 
deposit. Massachusetts Business Development Credit Corp. operates with a 
minimum of rules, regulations, and redtape. I belive that it might complicate 
amendments to outstanding loan agreements if Small Business Administration 
permission were constantly required and a long delay occurred.” 

(4) Pennsylvania Industrial Development Authority (a public agency): 
“There are no limitations on the ability of Pennsylvania Industrial Development 
Authority to participate with Small Business Administration in the long-term 
financing of industrial construction where the authority is otherwise empowered 
to participate in such financing as in Altoona, Pa., where the authority did 
participate with Small Business Administration on one project jointly with the 
Altoona banks and a local development group. It would appear, however, that 
were local banks unwilling or unable to provide first-mortgage financing, there 
would be an opportunity for the Small Business Administration to provide such 
loan funds. Except in the Altoona instance referred to, there appears not to 
have been a shortage of bank mortgage money for this purpose.” 

(5) Rhode Island: “These questions raise the problem of loans to small com- 
panies. As I see it, the Business Development Co. of Rhode Island is set up for 
the purpose of making funds available to both small and large companies which 
cannot obtain these funds from the regular sources of credit on the basis of 
which is best for them.* * * We are interested in helping a company which, 
in our opinion, has a chance of developing and increasing employment in the 
State. We are not interested in making loans just to keep a company alive. 
We want to put our funds into companies which can develop.” 

(6) New Hampshire: “Can participate percentwise in same position, if we so 
wish. Have doneso, only once sofar. May do more in the future.” 

(7) New York: “I am reasonably confident that we could entertain any type 
of credit situation which would attain our objectives. * * * I cannot say so ‘for 
the other development corporations; ours is the broadest charter of any I have 
had any opportunity to review. * * * New York Business Development Corp. 
is considered a financial institution and I do not know any need of augmenting 
Small Business Administration insofar as its ability to participate with us is 
concerned. Certainly, under our charter on the proper type of deal, we can par- 
ticipate with Small Business Administration in purchasing a participation from 
that agency or in selling one to them in a loan which we wish to make. * * * It 
would appear that there is a great opportunity for credit development corpora- 
tions and Small Business Administration to participate. Most of the loans this 
corporation is now making are in participation with the banks. Some very in- 
teresting arrangements have been worked out in this connection where banks 
have been permitted to participate on a first-out basis, at the same time agreeing 
to service the loan for the corporation, which tends to hold down our operating 
costs. This arrangement is similar to a participation situation with Small Busi- 
ness Administration and there is no reason why we could not participate with 
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a Federal agency and spread our funds to a broader base. The same would 
apply to the Small Business Administration.” 

(8) The weight of evidence seems to be that an increasing number of partici- 
pation loans can be worked out between State development credit corporations 
and the Small Business Administration on specific projects. This can be done 
without augmenting present Small Business Administration powers. 


APPENDIX 


QUESTIONNAIRE ON STATE DEVELOPMENT CORPORATIONS 


1. The nature of the State development corporations. 

2. The manner in which they raise funds and whether or not their funds are 
adequate for the purposes for which they are organized. 

8. The extent to which local development corporations can and do cooperate 
with the State development corporations. 

4. The nature and extent of security required by State development corpora- 
tions. 

5. The extent to which loans made by the State development corporations 
duplicate the types of loans now being made by the Small Business Adminis- 
tration. 

6. The extent to which State development corporations are able to cooperate 
with the Small Business Administration in making loans and any reasons for 
limitations on the ability to participate. 

7. The extent to which the authority of the Small Business Administration 
should be augmented in order to enable it to surmount limitations imposed on 
those participating with the State development corporations in making loans 


Locat DrvELopMENT CorRPORATIONS IN MINNESOTA, 
By Rarpn S. Fyserstrap 


NORTHFIELD, MINNESOTA, FEBRUARY 1958 


PREFACE 


This report on local development corporations in Minnesota has been written 
to fulfill the writer’s obligations under SBA contract No. 639, dated November 
20, 1957. It is being submitted to Jules Abels, director, Office of Economic Ad- 
viser, Small Business Administration, Washington, D. C. 

Many people in Minnesota contributed facts and ideas to this study. The 
writer wishes to express his particular gratitude to William H. Sykes, secretary 
of Jobs and Jobs Building in Albert Lea, for permission to use correspondence 
from which much of the material in part II of this report was taken. No other 
person contributed more to the writer’s knowledge of development corporations 
in the State. 

RALPH S. FIELSTAD, 


Carleton College, Northfield, Minn. 
FEBRUARY, 1958. 


INDUSTRIAL DEVELOPMENT CORPORATIONS IN MINNESOTA 


PART I 


The community industrial development corporation as an agency for the 
stimulation of business growth has become widely known throughout the State 
of Minnesota. It is clear that about 70 such corporations have been actually or- 
ganized in this State and that many others will be set up in the near future. 
Perhaps 50 of these have achieved results which can be measured in terms of 
dollars invested for the purposes for which they were created. The remaining 
20 stand ready to assist new business as soon as the opportunity arises. 

These figures on the number of development corporations in Minnesota are 
much more conservative than others which have been used. The study by the 
Office of Area Development of the Department of Commerce published last No- 
vember includes Minnesota with the States having more than 100 of these corpo- 
rations. The department of business development in this State uses its January 
Newsletter to point out that Minnesota started 1957 with 125 community in 











PROBLEMS OF SMALL-BUSINESS FINANCING 535 





dustrial development corporations. It ended the year with 143. Figures used in 
the Commerce report and by the department of business development are simply 
not accurate. Commerce evidently got its figures from the Minnesota agency and 
this agency includes communities which hope to have such corporations with 
those which actually do have them to get such a large number. Even the Gov- 
ernor of the State is using the 143 figure in emphasizing the growth of business. 

The writer feels reluctant to challenge the figures of the department of busi- 
ness development. Commissioner Clark and his men were extremely coopera- 
tive and helpful in getting this study underway. But this department is more 
interested in promotion than accuracy in the matter of development corpora- 
tions. Newspaper reports and information picked up by field nien in their 
travels indicating that certain communities are contemplating the creation of 
development corporations have been considered adequate evidences that new 
corporations are in existence. Commissioner Clark has not had the staff neces- 
sary to verify this information and such a task has not been undertaken. 
A card file is kept on all communities thought to have development corpora- 
tions—in November there were 146 communities included in this file. The 
writer began his research by duplicating this file for his own use. 

The first task in this study was to verify the existence of the 146 community 
industrial development corporations listed by the department of business de- 
velopment and to see if others existed which had not been listed. For this pur- 
pose a questionnaire was sent to every community in the State with a popula- 
tion of 450 or more according to the 1950 census. A few communities with less 
than 450 people were added if there was reason to believe a development corpora- 
tion might exist in them. The survey ended up covering 400 communities. The 
questionnaire was mailed to a person known to be associated with the local 
development corporation, or to the secretary of the chamber of commerce or 
similar agency, or to the mayor with the request that he turn it over to the per- 
son in the community best qualified to supply answers. 

Replies have been received from 55 percent of these 400 communities. A 
more significant fact is that these replies include information from 80 percent 
of the communities listed by the department of business development as having 
industrial corporations. In 50 of these communities responsible people answer- 
ing the questionnaire deny the existence of a development corporation, though 
it must be admitted that in a few of these the organization of such an agency 
is underway. The survey has not disclosed any community having a develop- 
ment corporation which is not included in the department list, but there are 
too many communities in the list which should not be there. Replies from the 
20 percent of the 146 communities which did not answer even a second invita- 
tion to do so would probably not disclose the existence of more than six addi- 
tional corporations which are really active. 

It is on the basis of the foregoing survey that the writer is prepared to defend 
the figures in the first paragraph of this report. My study actually establishes 
the existence of 47 development corporations which have done something in a 
financial way to assist industry and 20 more which are organized and ready to 
act but have not done so yet. Add 6 or 8 development corporations from the 
communities which have not responded to my appeals for information and we 
have an accurate count. 


Why these development corporations 


A study of the returned questionnaires and visits to more than 20 of the 
communities having development corporations leave one with some pretty clear 
impressions of the primary reasons for establishing them. It is not possible to 
place these reasons in any order of importance because of varying emphases 
in different communities. It is certainly obvious, however, that a strong move 
ment exists for increasing the number of these corporations in Minnesota. Why 
have they come and what circumstances favor an increase in their number? 

An examination of the notes on active development corporations in part III 
of this report will show that many of them came in response to a local business 
crisis of some kind. Perhaps a business threatened to leave the community and 
something had to be done to keep it. Perhaps a business wanted larger quarters 
for expansion, did not have money to build on its own and was being tempted by 
promises from another community. Maybe a business closed down and left a 
large number of local citizens unemployed ; a new payroll was urgently needed. 
Such direct pressures for the creation of a development corporation were im- 
portant in communites like Brainerd, Mound, New Ulm, St. James, and Wells. 
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A second and broader reason for setting up development corporations has 
been the recognition that the Main Streets of our communities will not survive 
without business development and expansion. There are many evidences that 
Main Street is threatened with continued losses in Minnesota. The number of 
people living on farms has dropped from 645,000 in 1951 to 592,000 in 1956. 
Farms have declined from 165,000 to 150,000 in the last 10 years. The growing 
farm crisis creates a demand for jobs for those who cannot make a living in 
agriculture. If these jobs are not made available in the local communities, the 
farmer and his family leave for the city or another State and the farmer takes 
his purchasing power with him. Many community leaders who are worried by 
the decline in agriculture and all its implications for the community see the 
development corporation aS an organized way of attacking their problems. 

In a similar vein Main Street is worried over the effects on business of better 
and faster automobiles and improved highways to the big cities. An industry with 
a good payroll can increase the volume of sales in a community and promote the 
growth of the city into something bigger and better; everyone will benefit in some 
way. Figures showing what new jobs can do are cited all over the State; they 
appear in editorials everywhere. The estimate, for example, that 100 new 
jobs will mean 296 more people, an additional $590,000 spent in the community, 
112 new households, 51 more school children, $270,000 more in bank deposits, the 
sale of 107 new automobiles a year, the possibility of 4 new retail stores, ete.— 
this reason for seeking new business excites most communities. If a develop- 
ment corporation can find such an industry and lure it to the community, then let 
us have such a corporation by all means. 

As a good illustration of the force of the foregoing argument note the following 
from an editorial in the Granite Falls Tribune for Februarv 18, 1954. written 
when the development corporation in this community was trying to raise money 
to construct a building for a new industry: “Here are the benefits that Granite 
Falls can expect if this industry decides to locate a plant here. It will provide at 
least 200 jobs at a wage scale higher than the prevailing pay rate now in effect 
here. These-jobs will induce many of the youngsters we educate to make their 
permanent homes with us. It will pay the largest or one of the largest real estate 
and personal property taxes in Granite Falls. This will lessen the tax burden for 
the rest of us. Its annual payroll will be in the neighborhod of a half-million 
dollars a year. This is estimated by businessmen to mean an additional million- 
and-a-half dollars worth of business each year. It will bring new families into 
town. This will mean new homes, fewer vacant apartments and houses and 
higher valuation on property. It will increase our school enrollment, the 
membership in our churches and organizations and the demand for services we 
can render. An additional 200 families will increase by a third the consumption 
of locally processed farm produce. There are many other benefits.” 

A third important reason for the creation of development corporations is the 
need to institutionalize the procedures and methods by which new industry is 
sought. Usually such a program begins in a committee of the chamber of com- 
merce or other civic group. Efforts here are too spasmodic and ineffective and 
the demand comes for some instrumentality which will harness community ef- 
forts more systematically and fruitfully. The development corporation seems 
to be the answer. The report of the Office of Area Development of the Depart- 
ment of Commerce points out that such a corporation provides a centralized 
and continuing authority for implementing a program. More than this, it is 
a convenient instrument for carrying out aspects of a program involving legali- 
ties—setting up a stock issue, administering development funds, negotiating 
loans and mortgages, purchasing and selling sites and buildings, initiating and 
supervising construction projects and managing property. Supporters of the idea 
of development corporations in Minnesota also proclaim these advantages for 
such an instrument. 

No one should underestimate the role of the department of business develop- 
ment as a fourth important reason for the prominence of development corpora- 
tions in Minnesota. Commissioner James Clark and the men in his office are 
powerful evangelists for this cause. In 1957 more than 50 communities were 
visited by staff members of the department for the purpose of encouraging loral 
development activity. The writer recalls a publicity release from Clark’s office 
which refers to the development corporation as the “Minnesota Idea.” The 
creation of these corporations in communities of the State is referred to as 
“Qperation Bootstrap.” The monthly Newsletter of the department regularly 
reports on new communities which have become active in business development. 
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Care is not always taken to make clear that some new businesses enter com- 
munities without the work of a development corporation at all. There is a 
tendency to credit any new business to some local development corporation, or 
at least not to make clear that no such corporation was involved. Then there 
is the call for other communities to join the parade of those who have achieved 
with the development corporation. Here is a great promotion effort which is 
carried forward with devotion and enthusiasm by Commissioner Clark and his 
men. 

The department of business development goes even further than this. Staff 
members are available for consultation on procedures to encourage business de- 
velopment and they recommend the development corporation. Many communi- 
ties in the State have taken advantage of this assistance. The department also 
has a publication which it distributes called The Problem of the Small Town, 
the story of the difficulties faced by “Farmdale” because it has done nothing to 
further business development. 

“The banker, the storekeeper, the clergyman, and the other leaders are dis- 
turbed over the situation. They know that ‘Farmdale’ is a really good place 
to live. It affords physical health, a high moral tone, and loyal citizenship. 
They have no desire to keep everyone in it, who comes by birth or immigration, 
but they do feel that those who leave should be replaced by others who appreci- 
ate what the community has to offer so that it will have at least normal and 
average growth as measured by State or national standards. 

“There is also a feeling of perplexity over the growth of ‘Arbordale,’ their 
county seat. It is only 20 miles distant—was originally the same size as ‘Farm- 
dale’—but has been displaying remarkable growth of late. That growth might 
be, in part, attributable to somewhat better railroad connections, two rather 
than one hard-surfaced road, and to the fact it is a county seat. Even more 
effective, perhaps, has been the operation of ‘Arbordale’s’ several manufacturing 
establishments, one of which is growing into substantial size.” 

The story goes on to point out some of the problems “Farmdale” is having 
and what “Arbordale” has already done to solve these problems. It is not 
surprising to discover that “Arbordale’s” Industries, Inc., has played a signifi- 
cunt role. Here is the suggestion that a development corporation is almost 
essential. 

A second publication of the department of business development is even more 
important. This is called a Guidebook for Community Industrial Development. 
Here the steps to be taken in organizing to promote industrial growth are dis- 
cussed. The first step is a serious, methodical and accurate industrial survey. 
An outline for such a self-survey is supplied with the Guidebook. The second 
step is to establish a steering committee who will sell the community on the 
desirability of a new industry. The third step is to have a lawyer prepare the 
short, simple articles of incorporation of a nonprofit corporation. Step four 
calls upon the newly established development corporation to locate a suitable 
site for industrial location. Finally, it is necessary to raise capital so that a 
building can be constructed. 

“The greatest single need of industry is capital. When new enterprise or 
branch plant operations are planned the most frequent and difficult ques- 
tion is not production, raw materials, market, or labor, but rather the costs in- 
volved in getting a plant established and in operation. That is where the com- 
munity development corporation comes into play. 

It is in a position to build, or to help build, a multipurpose one-story plant, 
attractive in appearance on the outside, well lighted and heated and free of ob- 
structions on the inside which can be used by almost any industry which requires 
housing. Such a building can be erected, even at present high costs at from four 
to six thousand dollars per square foot of working space. 

Provision for supplying such a building to a manufacturer relieves him of the 
large initial cost which would be required if he built it himself. He listens with 
interest to a group which assures him he will be relieved of this initial obligation. 
He is convinced that the community wants him, will protect him from unreason- 
able demands and impositions if they share in providing his buildings.” 

The Guidebook for Community Industrial Development goes on to des ‘he the 
preparation of a brochure, the finding of the prospect, the selling of the spect 
on the community and the holding of industry once it is obtained. When such 
a publication is also the substance of speeches and recommendations of staff 
members of the department of business development wherever they go throughout 
the State. it is no wonder that the development corporation is viewed as the sine 
qua non for industrial growth. This also helps to explain why Minnesota corpo- 
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rations are almost exclusively preoccupied with the securing of industrial sites 
and the construction of buildings. Here is the approach the department is selling 
rather than any other. It is only honest reporting to point out that some com- 
munities are not so sure the development corporation is the only or best way to 
get new businesses; the writer often heard rather critical comments on what 
appears to be a single approach by Commissioner Clark and his men. 

A fifth and final pressure for the growth of development corporations in Min- 
nesota should be cited. This is the salesmanship of the leaders in corporations 
already established. Officials of successful development organizations get an 
endless number of letters of inquiry, which are often answered with enthusiasm, 
and are called upon to give speeches before chamber of commerce groups or serv- 
ice clubs in other communities. Note, as an illustration, the following item in the 
Murray County Herald of Slayton, Minn., for November 21, 1957: 

“M. K. Hegstrom of St. James provided the ‘lift’ in his speech to the members 
of the Slayton Civic and Commerce Association which proved to be one of the best 
meetings the organization has ever had. 

Hegstrom, a member of the St. James Chamber of Commerce and the St. James 
Industrial Foundation, spoke on industrial procurement and told of the successes 
they have achieved in St. James. His address was one of the better ones to be 
presented to the C & C and fitted in perfectly with the current drive for industry 
underway in this community. He described the St. James organization, told how 
it was organized, how it operates and what it has achieved—which was consider- 
able.” 

The pressure for communities to join the parade by setting up their own devel- 
opment corporations is so great that many leaders in cities not having them re- 
turned their questionnaires with notes of apology for being so far behind the 
times. To create a development corporation is the thing to do in Minnesota these 
days—a community is on the defensive when it does not have one. 


Nature of development corporations 

The local industrial development corporation in Minnesota is almost invariably 
the outgrowth of work by a committee of the chamber of commerce or similar 
organization of businessmen in the community. It is organized under the laws 
on incorporation of the State of Minnesota. About half of the corporations actu- 
ally set up are nonprofit organizations, which is the type recommended by the 
department of business development. It is interesting, however, that 60 percent 
of the corporations which have actually done something at this writing are organ- 
ized as profit corporations. While it would not be fair to generalize and argue 
that profit corporations function more effectively in the raising of money and 
otherwise, the writer must admit that he heard much more support for the profit 
than for the nonprofit corporation where a new one was contemplated. Leaders 
in a number of communities did actually say that funds are easier to raise when 
the prospective shareholder can anticipate at least the possibility of some financial 
return on his investment. 

The purposes of both profit and nonprofit development corporations are stated 
in similar terms except that the nonprofit feature of the latter is clearly expressed 
somewhere within the articles of incorporation; nobler sentiments also seem to 
be found in the reasons for setting up nonprofit corporations. In addition ar- 
ticles for these prescribe what happens to the funds of the corporation in case 
it should dissolve. Note, for example, statements from the articles of incorpora- 
tion of Jackson Industries: “The purpose of this corporation is exclusively for 
the civic betterment and development of the city of Jackson and for benevolent 
purposes; * * * This corporation shall not afford pecuniary gain, incidentally or 
otherwise, to its members or directors and no part of the organization’s net earn- 
ings shall inure to the benefit of any member or director * * * In the event of 
dissolution or liquidation of this corporation, all of its assets remaining after 
the payment of all the corporation’s obligations shall be transferred by the cor- 
poration or other lawful authority of the city to Jackson * * *.” 

Article III of the articles of incorporation of the Winona Industrial Develop- 
ment Association illustrates the same points: “The corporation shall be operated 
as a civic enterprise and shall not be operated for pecuniary gain or profit. No 
assets and no profit or net earnings of the corporation shall inure to the benefit 
of any member of the corporation. No donor or subscriber to the funds of this 
corporation shall ever, by reason of being such donor or subscriber, receive back 
from this corporation any part or portion of the property, assets, surplus or 
earnings of this corporation. Should any profit accrue to the corporation, the 
same shall be placed in a fund to be used only in the furtherance of the objects 
and purposes of this corporation. The corporation shall pay no dividends and 
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the members of the corporation shall receive no dividends, distributions of 
money or property or payments of any kind because of their membership in 
the corporation. Should the corporation ever be dissolved, no member of this 
corporation shall receive or be entitled to receive any of the assets of the cor- 
poration, such assets as may be available for distribution upon dissolution shall 
be turned over to an organization or organizations within the city of Winona, 
Minn., whose purposes are identical with this corporation to be selected by the 
members of the corporation.” 

While there are variations in the purposes and organizational structures of 
the development corporations which exist in Minnesota, there seems little point 
in trying to distinguish all of these, for they are probably of minor importance. 
The basic purposes and pattern of organization run pretty much along the lines 
of those for New Ulm Industries. These have been duplicated by the department 
of business development and are distributed as suggestive of the way a develop- 
ment corporation can be set up. The pertinent portions of these articles, much 
briefer than most, give a good picture of the typical development corporation. 

“Its purpose shall be: 

(a) To lease, purchase and own land and buildings, and other property which 
may be advisable and necessary to encourage and promote development of in- 
dustry, commercial and other types of business in New Ulm, Minn., and the sur- 
rounding territory ; and further to manage such property and care for same, and 
to lease, rent and sell the same in connection with the operation of its business 
affairs. 

(b) To subscribe for, buy, acquire in any manner, trade in and for, sell, 
mortgage, pledge, own, transfer, deal in and with, and dispose of the shares, 
bonds, securities and other evidences of indebtedness of any other firm or 
corporation. 

(c) To borrow money for any of the purposes of this corporation, and to issue 
bonds, debenture stock, notes, or other obligations therefore, either with or 
without security. 

(d) The corporation shall have power and authority to do such acts and 
things as may be necessary and advisable in connection with the affairs and 
purposes for which the corporation is organized. 

» * * 7 * of + 

The private property of stockholders shall not be liable for the payment of 
corporate debts to any extent whatever. 

o s - * * = * 

The government of said corporation for the management of its affairs shall 
be vested in a board of not less than three nor more than nine directors, who 
shall be elected annually at the annual meeting of the stockholders of said cor- 
poration, which shall be held at the registered office of said corporation on the 
third Tuesday in January of each year, at 7: 30 o’clock p. m., which meeting may 
be adjourned from time to time. 

The number of directors elected at the annual meeting shall be and constitute 
the board of directors for the ensuing year. The term of office of said directors 
shall be until the annual meeting of the shareholders of said corporation held 
next after said election and until their successors have been duly elected and 
qualified. Vacancies occurring during the term of any of said directors for any 
cause shall be filled for the unexpired term by the election of a new director 
or directors at any regular or special meeting of the board. 

No person shall be elected, or serve, as a director who is not a resident of 
Brown or Nicollet Counties. If any director ceases to be a resident of Brown or 
Nicollet Counties, his term of office shall terminate immediately. A director 
must be a stockholder of the company. 

+ Pa * * * * * 

The officers of the corporation shall be chosen by the directors, and shall be 
a president, vice president, secretary and treasurer. The office of secretary and 
treasurer may be held by the same director. 

* oe * * t * bd 

In furtherance, and not in limitation of the powers conferred by statute, the 
board of directors is expressly authorized : 

1. To fix the amount to be reserved as working capital over and above its 
eapital stock paid in; 

2. Pursuant to the affirmative vote of the holders of at least two-thirds of the 
stock issued and outstanding having a voting power given at a stockholders’ 
meeting duly called for that purpose, the board of directors shall have power 
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and authority at any meeting to sell or exchange all of the property and assets 
of this corporation, including its good will, upon such terms and conditions as 
said board of directors may deem expedient and for the best interest of the 
corporation. 
- * a om a ce * 
The shareholders by a majority vote of all outstanding shares of stock shall 
have the exclusive power to make and to amend the bylaws of the corporation. 
a oe * * a Oo * 


A basic reason for the formation of this corporation is the advancement of the 
industrial and commercial development of the city of New Ulm. To that end it 
is planned that a wide distribution of the shares among different shareholders be 
maintained. If any shareholder, his heirs, executor or administrator, desires to 
sell and transfer any share or shares of stock, the corporation is granted the 
prior right to buy the same at book value. The seller shall give each director of 
the corporation notice of said desire to sell. The board of directors within five 
days of receiving such notice shall either buy for the corporation or notify all 
shareholders and said shareholders shall have an additional 5 days within which 
to notify the seller of any shareholder’s intention to purchase, the shareholder 
owning the smallest number of shares shall have prior right. Five additional 
days shall be allowed for completing the sale and purchase. No share shall be 
transferred upon the books of the corporation until the secretary is satisfied by 
due proof that the provisions of this article have been complied with. 

Be * F + * + 7 


It should be pointed out that practically all the development corporations in 
Minnesota use their capital funds for only one or both of two major purposes: 
the purchase and development of suitable industrial sites or the buying, improv- 
ing or constructing of buildings. This is true even in instances where the pur- 
poses outlined in the articles of incorporation indicate no such limitations. It 
is true that in some instances development groups have been limited to the two 
purposes noted. Only Jobs in Albert Lea can really claim to have done signifi- 
eant work in other areas. Winona has supplied small loans for moving expenses 
and a few other corporations have given small amounts to firms for operating 
purposes. In the total picture, however, Minnesota development corporations 
have been preoccupied with industrial sites and buildings. These are the pur- 
poses suggested by the department of business development in its guidebook and 
the wide use of this approach sells it to other communities which set up these 
corporations. 


Sources and adequacy of funds 

One of the pieces of information asked for on the questionnaire was the 
amount of capital actually paid in to each development corporation. The 67 
organizations reporting claimed a total capital of about $1,900,000. Nearly one- 
third of this was in the resources of the Minneapolis Area Development Cor- 
poration. This total does not include capital raised by the sale of debentures to 
construct a particular building or funds secured on loans from banks. It is 
simply the total amount raised by these corporations and available in their treas- 
uries. It may be interesting to observe that a dozen of these development cor- 
porations had capital of $10,000 or less. 

Most of these organizations get their initial capital from the sale of stock in 
the community. Some of them secure capital by the solicitation of outright 
contributions, as in the case of Winona, or by the sale of memberships with little 
assurance that the membership is anything more than a contribution to the 
eause, as in Wells. Even where stock is sold with the understanding that it 
may be turned in or transferred it may become “unpatriotic” to try to dispose of 
it. Because the development corporation is proclaimed as a commuity attempt 
to better the lives of everyone, there seems to be little demand for the return of 
any funds invested. In the communities visited by the writer he found not a 
single instance of widespread clamoring by shareholders to get their money out. 
Thus development corporations can pretty well rely on the permanency of the 
initial capital they raise. 

When additional funds are needed, various devices are used. Unsold shares 
in the corporation can be disposed of in the community and capital resources 
expanded. In a membership or contribution plan of securing funds more mem- 
berships can be solicited, new dues assigned or additional assessments made. 
Investments by the development corporation may bring in funds from rentals or 
from interest on loans, mortgages, securities and bank deposits. Where the de- 
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velopment corporation is firmly established, it may be able to negotiate a loan 
from a bank or get several banks to share in a loan for the construction of a 
building or the purchase of an industrial site. In most communities bankers 
are closely identified with development corporations. Several corporations have 
raised additional funds by selling debentures for the purpose of completing a 
particular project. In some instances officials of these development corporations 
believe this is the best way to finance operations—raise a special fund for each 
building by the sale of debentures. Thus President Oswald of New Ulm Indus- 
tries argues: 

“In other words, if you build a second building or a third building, or if you 
buy different pieces of land, a new series of bonds can be issued, each backed by 
its building, by its land and by its lease, and each building stands on its own 
and is not dependent upon any other buildings that the community may have 
built.” 

Development corporations in Minnesota get no funds from municipal appro- 
priations as they do in some States. Under section 10 of article IX of the 
Minnesota Constitution providing that “the credit of the State shall never be 
given or loaned in aid of any individual, association or corporation,” munici- 
palities have to be careful in using their funds in this way. Local governments 
can cooperate with development corporations by doing their share in locating 
roads and public utilities in industrial sites and encouraging community devel- 
opment but they may not give money to development corporations. Nor may 
they give any special tax concessions to a business coming into the community. 
Even the donation of an unwanted piece of city property as an industrial loca- 
tion could be challenged on constitutional grounds in this State. 

There is little pressure to change this pattern in Minnesota. Officials of most 
development corporations insist that gifts of land and tax concessions are not 
long-term values which encourage the kinds of firms they want to locate in their 
communities. These officials want new businesses to participate in the com- 
munity and relieve the tax load. This does not mean that development corpora- 
tions do not sometimes give new firms special bargains in the purchase of land 
and in other ways but this approach is not thought essential to the basic role 
of the development corporation. Charles Myers, president of Jobs and Jobs 
Building in Albert Lea, the most successful development corporations in Min- 
nesota, put it this way to a Statewide industrial conference: 

“Now, we don’t make any concessions. We have an industrial prospect. He 
is given nothing except cooperation. He pays us on a commercial basis. If he 
leases that building or if he buys it, he pays what we have invested in it, plus 
some overhead and plus the price of the land. We have made no concessions 
in any other way whatsoever for any industrial prospect whom we have ever 
talked to or who have moved to Albert Lea. We have stressed cooperation and 
have tried to act naturally, to reflect the community interest—our greatest 
asset.” 

Since almost all of the funds available to development corporations in Min- 
nesota are invested in industrial sites or buildings, there is not much of a 
problem on the security for the funds which are invested. The land or buildings 
owned by the corporation protect the value of the dollars invested by the share- 
holders. If the land or buildings are sold, the development corporation protects 
its money by taking a mortgage against the building or its buyer’s equipment, 
or both, until the entire purchase price has been met. Usually such financing 
is worked out over a 5-to-15-year period. The Albert Lea story in part II of 
this report and the achievements of the successful development corporations 
deseribed in part III point out over and over again the means by which funds 
are secured. Where a bank or other financial institution participates, the bank 
usually secures its funds by a first mortgage on the building and the develop- 
ment corporation covers its loan with a second mortgage. In the few instances 
where money has been loaned as pure risk capital, the amounts have usually 
been so small that the character of the borrower has sufficed as security for the 
loan. Losses of funds from such loans have been inconsequential, admittedly in 
part because such loans have been so small and so few. Development corpora- 
tions shy away from such loans in this State. 

Have development corporations been able to raise enough money to accom- 
plish the purposes for which they were created? This question was included 
among those on which officials were requested to comment and was asked often 
of people in the communities visited by the writer. In spite of the small amounts 
actually raised by some development corporations a surprising number of 
officials associated with these corporations believe they have or can get as much 
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money as they need for what they plan to do. The key problem is not really a 
matter of funds available at any one time. Leadership for the enticement of 
industry, the ability of the community to absorb a new business in pleasant 
surroundings, location for ease and economy of transportation, the supply of 
labor, and so forth—factors like these are often much more important than 
funds. If these factors are not favorable to new industry, none will come. If 
they are favorable, solicitation of citizens on the assurance that a firm is coming 
has been rather surprisingly successful in many places. 

Even where it is admitted that fund raising is difficult and that more capital 
is needed, there are not many who think additional capital should come from 
a Government agency. They place their hope on a State development corpora- 
tion or better leadership in the community. The argument is that the develop- 
ment corporation is successful in large part precisely because it does not rely 
on Government funds and that many people who now donate their time and 
energies to such organizations would withdraw from them and lose interest as 
soon as the Government bureaucrat and his money were a part of the operation. 
More will be said on this in part IV when the relationship of SBA to these 
corporations is discussed. The conclusions here are that most development 
organizations have the funds they need, or can get them with proper leader- 
ship, and that a possible shortage of capital is not as basic a problem as many 
others in attracting industry. At least at the present time a majority of the 
leaders in the development-corporation movement in Minnesota do not seem 
to want Small Business Administration or any other Government agency involved 
in their operation. 


State development corporation 


The 1957 session of the Minnesota legislature authorized the creation of a 
State development corporation. The need for such an agency had been the sub- 
ject of study by the bank management committee of the Minnesota Bankers 
Association and permissive legislation was secured largely through the efforts 
of the bankers in the State. The purpose of such a corporation is stated as 
follows in the legislative act approved April 29, 1957: 

“The purpose of the corporation is to assist, encourage and through the 
cooperative efforts of the institutions and corporations which, from time to time 
become members thereof, develop and advance the business prosperity and 
economic welfare of this State and to rehabilitate existing business and industry ; 
to stimulate and assist in the expansion of all kinds of business activity which 
will tend to promote the business development and maintain the economic 
stability of this State, and provide maximum opportunities for employment; 
to cooperate and act in conjunction with other organizations, publie or private, 
the obiects of which are the promotion and advancement of industrial, com- 
mercial, agricultural, and recreational developments in this State; and to 
furnish money and credit to approved and deserving applicants, for the pro- 
motion, development, and conduct of all kinds of business activitv in this State, 
thereby establishing a source of credit not otherwise readily available therefor.” 

The business development committee of the Bankers Association, chairmanned 
by S. J. Kryzsko of Winona, was given the task of working out the details of 
organization of the State development corporation with other interested groups. 
This committee solicited the help of power companies, railroads, and others to 
sponsor “acquaintance meetings” of business leaders to discuss the need for 
and purposes of such a corporation. A memorandum prepared by this business 
development committee and distributed widely to bankers throughout the State 
presents the following advantages for a State development corporation: 

The cooperative nature of development credit corporations gives them some 
important advantages. While the amounts raised from individual member 
institutions are not large, and would not seriously affect the financial standing 
of any member if lost, the pooled funds become a sizable aggregate. 

They are also able to operate more economically than an ordinary financing 
agency. Their large number of members and directors act without compen- 
sation as new business developers and supply an experienced force of admin- 
istrative agents, thus reducing expenses. 

The expert managerial and financial advice available both to the develop- 
ment credit corporations and their borrowers should help keep losses at a 
minimum. The Statewide scope of their activities also enables development 
credit corporations to diversify their risks widely, both industrially and 
geographically. 
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Development credit corporations also have good public relations value for 
their member institutions. They serve as a board of appeals for risky proposi- 
tions which banks and insurance companies are unable to accept. This should 
increase public understanding of the proper functions of conventional financial 
institutions and of the reasons why they cannot lend in certain types of 
situations. 

The existence of development credit corporations has stimulated many re- 
quests for financial assistance that member institutions have been willing and 
able to meet themselves. In other cases, development credit corporations have 
been able to assist small businesses by working cooperatively with other in- 
vestors. Many concerns which have obtained assurance of assistance from 
development credit corporations have found that other sources of funds are 
then also willing to supply part of the need. As businesses are enabled to grow 
and prosper by assistance from the development credit corporations, they may 
become eligible for conventional loans from established financial institutions. 

Finally, development credit corporations stimulate a good deal of local sup- 
port and enthusiasm for industrial development activities. Action taken on the 
local level as a result of enthusiasm generated by development credit corpora- 
tions has strengthened the economy of many communities. 

The memorandum which gave the above reasons for establishing a State 
development corporation to bankers throughout the State also gave a brief outline 
of the proposed organization of such a corporation. Here are the pertinent facts 
about it: 

The classes of membership of the corporation shall consist of stockholder and 
nonstockholder members. 

1. The stockholder members (other than financial institutions as mentioned 
hereafter) shall have one vote for each share of stock. 

2. The nonstockholder members shall consist of such national and State 
banks, savings banks, savings and loan associations, trust companies, stock and 
mutual insurance companies and other financial institutions as may make appli- 
eation for membership. Each such nonstockholder member shall lend money 
(named in statute as a legal investment) to the corporation on a prorata call 
basis as needed. The total amounts of loans by any member at any one time 
shall not exceed 2% percent of capital and surplus for commercial banks and 
trust companies; 2% percent of the total surplus accounts of savings banks; 
214 percent of guaranty funds, surplus and undivided profits of savings and loan 
associations; 2% percent of capital and surplus of stock insurance companies; 
214 percent of guaranty funds or of the surplus, whichever is applicable, of 
mutual insurance companies, and comparable limits for the other related corpora- 
tions, partnerships, foundations, and similar institutions approved for member- 
ship by the board of directors. 

Nonstockholder members shall have one vote each and an additional vote 
when the credit line to the corporation exceeds $10,000. 

The board of directors shall consist of not less than eight elected members 
of which a majority shall be elected by nonstockholder members. The com- 
missioner of the department of business development shall be an exofficio mem- 
ber of the board of directors. 

The statute provides that the capital stock of the corporation shall be 20,000 
shares issued at $50 each for a total of $1 million. 25 percent of this must be 
paid in before the corporation can transact business. The total paid in capital 
and surplus determines the amount of the credit pool which is 10 times the paid 
in amount. 

The business development committee of the Bankers Association has been ac- 
tive in promoting the establishment of the State development corporation. Two 
obstacles, at least, have delayed progress in getting underway. One has been 
the need to get approval of the Securities and Exchange Commission for the sale 
of stock because some firms who might purchase stock are in interstate com- 
merece. The other has been the refusal of certain desired business leaders to 
serve as incorporators of the corporation in order to give it proper prestige. The 
most recent information available to the writer is that these obstacles have been 
overcome and that stock will be sold soon in order to get the corporation 
functioning. In the initial stages of selling stock it is expected that fairly sizable 
lots will be sold to a relatively small number of stockholders. Later stock may be 
offered to the general public in order to get wide participation and publicity for 
the program. 

The relationship of the State development corporation to the local corpora- 
tions discussed in this report is uncertain at the moment. The statute author- 
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izing the State organization requires it “to cooperate and act in conjunction 
with other organizations, public and private, the objects of which are the pro- 
motion and advancement” of business growth. The writer discussed this with 
8. J. Kryzsko but he expressed unwillingness to guess what the specific relation- 
ship might be before the State corporation is underway. He did suggest that 
a loan of $200,000 to put up a building might be shared by having an insurance 
company take $100,000 of it on a first mortgage, the State development corpora- 
tion providing $50,000 on a second mortgage, and the local development organiza- 
tion carrying the balance. It is too early to speculate further on the relation- 
ships which might develop between the State corporation and local groups after 
the former has been fully established. 

The memorandum sent to all bankers in the State describing the proposed 
State development corporation refers to it as a “private enterprise credit corpo- 
ration.” It is clear from discussions with 8S. J. Kryzsko, the prime mover for 
the setting up of such an organization, that plans do not contemplate any need 
for funds beyond those which the agency itself can raise. Kryzsko told the 
writer that he saw no need for Government funds to sustain the operation of a 
State development corporation. He also indicated that the chief advantage of 
such a corporation over any kind of government financial assistance would lie 
in the ability of the private State agency to act promptly on any request. The 
implication was that no Government agency could ever act expeditiously in 
lending money as could a State development corporation. 


Evaluation of local development corporations 


Local development corporations have been successful devices for encouraging 
the growth and expansion of business. No other conclusion is possible from the 
survey conducted as a part of research for this report. These organizations 
have raised funds to expand local businesses or to bring in new enterprises; 
they have increased the pay rolls of their communities. Even where the develop- 
ment corporation has not been able to get a new or expanded business into the 
community, the corporation usually provides a basic leadership for industrial 
growth and progress. Committees of chambers of commerce or other civie groups 
seem to lack the dedication and zeal which attaches to development corporations. 
As a generalization, therefore, communities have managed better business devel- 
opment after the creation of such development corporations than seemed possible 
before. This becomes one of the great pressures for other communities being 
interested in such organizations. 

It should not be concluded, however, that development corporations are indis- 
pensable to business expansion. Some communities achieve results without them. 
Thus the Duluth Industrial Bureau has been very successful and no corporation 
is involved. This bureau was organized on a 5-year trial basis in June of 1945, 
when $130,000 was raised to underwrite the program. The industrial director 
writes that “we offer a wide variety of services in the interest of attracting new 
business, development new home industry, and assisting local industry with its 
problems. We do not make loans but we do make every attempt to secure private 
financing for any project which is considered economically sound for Duluth.” 
this so-called “Duluth Plan” has brought great progress to that city. Since the 
creation of the industrial bureau business construction has totaled $33.254.562 : 
6,009 more people are working; 301 more rated businesses have been established ; 
there has been an increase of $667,282.798 in bank debits; there are 18,356 more 
telephones and 9,342 more electric customers; there has been an increase of 
$58,983,000 in buying power. Not all of these gains can be traced exclusively to 
the Duluth Industrial Bureau but neither has there been any kind of local 
industrial development corporation to assist. 

It could be argued that Duluth is a large city and ean use the device deserihed 
but that such would not work in a smaller community. However, there are 
many communities in Minnesota which have used the methods of the develop- 
ment corporation to secure business expansion without having the corporate 
device itself. A group of businessmen in Lester Prairie provided the funds 
which assisted the coming of an industry which now employs 50 to 70 people. 
The New Industries Committee of Cokato (not incorporated) has raised over 
$40,000 to aid in the establishment of a new industry. Some $36,000 of this is 
being paid back to about 70 certificate holders over a period of 10 years at 4 
percent interest. Trustees who handle the certificates have a recorded lien on 
the building constructed by these funds until it is paid for by the firm occupying 
it. Fifteen businessmen in North Branch put up the money which started an 
industry employing a large number of people. A Minneapolis firm raised $30,000 
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in New London to keep Steel Tanks, Inc., in that community. The Virginia 
Chamber of Commerce has a 160-acre industrial site which it is making available 
to industry. The Commercial Club in Morristown has managed small loans to 
get businesses established. The Industries Committee of the Bemidji Civic and 
Commerce Association raised $150,000 for the promotion and erection of the 
Nu-Ply plant which now employs 80 people. A group of businessmen in Anoka 
kept a large firm in that community by purchasing a piece of land which they 
then sold to this firm. The Mountain Lake Industrial Committee spearheaded 
a drive to keep Land O’ Lakes growing in their community ; this firm then spent 
$500,000 on a new building in which 30 people are employed. Here are specific 
examples of substantial business improvement in communities which have not 
found it necessary to establish development corporations. 

It is interesting to note that five of the communities mentioned—Bemidji, 
Mountain Lake, New London, North Branch and Virginia—are cities listed by 
the Department of Business Development as having development corporations. 
None of them have such organizations. There are many others like these—com- 
munities which have achieved some measure of industrial growth without the 
kind of corporate structure we have been describing. Another one of these is 
Xast Grand Forks, from which the writer received the following comments on 
the relationship of development corporations to business growth: 

“We have not felt that the development corporation thing is essential to the 
promotion of business. Our experience has indicated that quite frequently firms 
which need this assistance are so weak financially that they are not true assets 
to the community. 

Some of the new businesses which have come into the area have formed cor- 
porations and sold both preferred and common stock which our local people 
invest in. This sort of thing has, in our opinion, been much more successful 
than the development corporation idea. 

Development corporations are so common that the advantages and novelty of 
such an organization have been depleted. I know this is contrary to opinions 
thet will be expressed by some communities.” 

The fact that manv communities achieve business growth without a develop- 
ment corporation, as indicated, does not invalidate a basic finding of this study. 
Tt is that such corporations are convenient devices to encourage industrial ex- 
pansion. There is real evidence that leadership can be attracted to such organ- 
izations which will not flourish without them. For this reason, all other factors 
being equal, most communities are likely to do more with business development 
by use of a cornoration than without one. Incorporation tends to create a new 
lease on life. Perhaps this is reason enough for the enthusiastic support which 
these corporations get from the Department of Business Development in this 
State. 

The importance of effective leadership to the suecess of development corpo- 
rations can hardly be exaggerated. Study of these organizations in Minnesota 
indieates that those which have had the most dedicated and insnvired leadership 
have been the ones which have gotten things done. The Albert Lea Story wonld 
never have happened without the zeal for community growth and the willing- 
ness to work of people like Charles Mvers, William Sykes, and many others. 
The same can be said for New Ulm, Braham, Alexandria, Pipestone, and similar 
communities. Where key figures in the community are sold on the development 
eornoration and will give unstintingly of their time and effort, money can be 
aised and nrogress made. Where there is lethargy and disinterest. funds are 
difficult to find and nothing is accomplished. Teadership at the ton is more 
important then either widesnread narticination by citizens or extensive capital 
resources for these seldom exist without that leadership. 

Leadershin may not he enough. A tourher problem then competent leader- 
ship or adequate financial resources may be the lack of suitability of communi- 
ties for business expansion. Many cities with dedicated leadership and enfficient 
eanital resonrces are not making much progress in luring new enterprise. 
Factors which the develonment corporation cannot do much abont mav stond 
in the wav. Providing a bnilding at modest rental is no solution to these. The 
location of a community, its size, its facilities for schooling and recreation, its 
futnre as a place to live, its capacity to provide an appropriate labor force— 
failures here may so handicap a community that no amount of enthusiasm or 
leadershin in a development corporation can overcome them. This problem will 
not he lessened as more and more corporations appear to compete for the limited 
number of businesses looking for new locations. The future of the develop- 
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ment corporation in many towns which have little to offer as communities is not 
bright. No amount of preaching that these should undertake a “bootstrap 
operation” to help themselves will eliminate their basic inadequacies. 

Many development corporations in Minnesota have been one-shot operations. 
They have managed to provide a building for a single firm and have stopped at 
this point. Few of them can cite a series of successes like those in Albert Lea, 
New Ulm, or Winona. Even in communities where leaders grant that funds 
ean be raised for further business expansion, assistance to a single firm has 
been the extent of success. This difficulty may reflect the fact that more basic 
problems are involved than leadership and financial resources. These problems 
eannot be attacked only through selling communities or lending money to business 
firms. They may stem from the deep economic and sociological problem indi- 
cated in the withering of a nonurban area as agriculture becomes more mecha- 
nized, farming is depressed and the rural way of life loses its security and ap- 
peal. The development corporation alone cannot solve this problem. 

A final word should be added on local business development corporations in 
Minnesota. This report has emphasized the ways by which these organizations 
raise capital and use this capital for the purchase of industrial sites or the 
construction of buildings. The impression may have been left that development 
corporations are successful only to the extent that they do these things. It 
should be stressed here that many of them have been highly useful in areas 
where no expenditures of funds are involved. In many communities the de- 
velopment corporation has been the focal point of voluntary assistance of many 
kinds—legal advice, sales promotion, patenting of products, research, and so 
forth. Work in areas like these may contribute as much to business growth in 
a community as investment of capital. The importance of such work should be 
recognized even though it is discussed little in this report. 


PART II. THE ALBERT LEA STORY 


The Albert Lea Story begins in 1943. In that year a branch of the United 
States Chamber of Commerce chose this city of almost 16,000 for a basic study 
in the problems of postwar business and development. Albert Lea, in Freeborn 
County of Minnesota, seemed peculiarly appropriate for such an investigation. 
The city contained many small employers and a single large enterprise, Wilson 
Packing Co., which had a branch there. The city was located in a rich agricul- 
tural county upon which much of its economic life depended. More than this, in 
1943 Albert Lea had a very active chamber of commerce with wide membership, 
including leaders from both town and country. These people were anxious to 
improve their total community and possessed a zeal to work together toward 
this end. 

To undertake a preliminary study of its future community resources the 
Albert Lea Chamber of Commerce set up a committee to conduct a community 
planning survey. This planning committee received guidance and assistance 
from a Minneapolis group known as the Northwest Research Committee, com- 
posed of representatives from the University of Minnesota, the Federal Reserve 
Bank, the Minneapolis Star-Journal, the Committee on Economic Develonment, 
and other business groups. Specialists of various sorts were supplied by this 
research committee. The primary purpose of the survey was to nroject employ- 
ment needs for the postwar period and to assess the ability of the Albert Lea 
community to meet these needs. 

A review of the findings of this postwar planning survey indicates the problem 
which Albert Lea faced in 1943. There were 5,455 people employed in the city 
and its vicinity in that vear. The estimated number of jobs needed by June 
1946. would be 6,561. The survey disclosed that natural growth of the city 
would prohably mean the existence of 5.968 jobs by the middle of 1946: this 
would be 593 short of the number needed to employ all returning veterans and 
others who would want emplovment. What should Albert Lea do to prepare 
for this problem coming 3 years in the future? 


Jobs, Ine. 


The planning committee recognized that some organization must be found 
to provide risk capital which could be used to develop new industries and aid in 
the exnansion of existing ones. Under such an imperative Jobs, Inc. was born 
in January 1944, under the leadership of Charles BE. Myers, chairman of the 
planning committee and district manager for Interstate Power Co. The articles 
of incorporation of Jobs, a name given to it because of the purpose for which 


i 
a 


hm eel 


~~ he 


~ =~ wa *» 


— 


omit an mH ea lO Or lUCUCrlUe CUM lhe Ome 


PROBLEMS OF SMALL-BUSINESS FINANCING 547 


it was created, cleariy state the philosophy behind this local development corpor- 
ation. 

“(1) That jobs should be available for all those returning from military serv- 
ice and for other worthy unemployed who may seek them ; 

(2) That high level employment and efficient production are essential to our 
community welfare and to the maintenance of a sound national economy; that 
low level employment and democracy are incompatible ; 

(3) That there can be no economic security unless the citizens of each com- 
munity recognize their responsibility to create jobs; 

(4) That the best opportunity for creating jobs is at the community level by 
individual initiative and that every citizen should have the right to engage in 
legitimate buisness without Government competition or unnecessary regulation; 

(5) That the American private enterprise system, guaranteed by the Consti- 
tution, be safeguarded and preserved; that individual initiative be fostered and 
encouraged ; that the individual right to accept and be engaged in gainful em- 
ployment be always maintained.” 

The philosophy of the founders of Jobs, Inc., is also evident in the description 
of the objects, purposes and general nature of business to be transacted by this 
organization as outlined in the articles of incorporation. While there is some 
duplication with the statements above, quotation in full seems appropriate be- 
cause the ideas of Jobs have had such great influence on other Minnesota com- 
munities. 

“(1) Secure, create and provide jobs for those returning to Albert Lea and 
Freeborn County from military service and for other qualified and worthy unem- 
ployed therein ; 

(2) By research, locate desirable new business and industry for establishment 
and development in Albert Lea; 

(3) Encourage and assist therein present business and industry in greater ex- 
pansion and development, thereby creating media for greater consumption of 
available employment ; 

(4) Provide a reasonable amount of risk money as working capital for ma- 
terial assistance in the accomplishment of the purposes hereof, if not available 
elsewhere ; 

(5) Assist present and new business and industry with problems of manage- 
ment, supervision and research, by furnishing counsel of experienced and tech- 
nical executives, economists and industrial engineers; 

(6) Aid in coordinating the talents, abilities and experiences of existing busi- 
ness and industrial executives not only for their benefit, use and advantage, but 
also for newly established business and industry ; 

(7) Foster recognition, insofar as possible, by all employers, employees, and 
other citizens of their community responsible for furnishing jobs which pay 
wages commensurate with maintaining a decent American standard of living to 
all available employment in Albert Lea and its surrounding community; to cre- 
ate a public consciousness of such responsibilities for all citizens ; 

(8) Assist in safeguarding the right of private enterprise and individual op- 
portunity for all citizens; to encourage individual initiative and effort; to sup- 
port and preserve the right of individuals to engage in all legitimate business, 
competitive only as against each other. 

(9) An affirmative of all of the principles herein stated and others which are 
essential to the maintenance and preservation of our democracy.” 

Sixteen men from the Albert Lea community were the original incorporators 
of Jobs. Occupations included in this group were finance, the law, a retired 
farmer, industrialists, retailers, a physician, and an employee. Jobs was incorpo- 
rated and its directors elected before any subscriptions were taken for the pur- 
chase of stock. Because of the risk involved each prospective stockholder was 
asked to sign a statement which read in part as follows: “I fully understand 
* * * that this investment is made for the primary purpose of encouraging busi- 
ness development in the Albert Lea area, and the possibility of any financial re- 
turn is understood to be purely speculative and problematical.” A hundred busi- 
nessmen each bought a $100 share in this local development corporation. Jobs 
began with $9,700 to invest in the future of Albert Lea. President Charles Myers 
explained the missing $300 by observing that “something happened to three 
checks, probably not collected.” Through using this $9,700 over and over again 
and through ability to obtain cooperation of local financial institutions, Jobs 
has extended loans totaling $21,560 since its incorporation in 1944. Jobs paid a 
5 percent dividend on March 14, 1953, and again on April 7, 1954. 
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How did Jobs use its money? Its first loan indicates the way this organization 
functions and reflects the courage and enthusiasm for new industry of the people 
behind it. A firm in Albert Lea was already manufacturing wagon tongues from 
which came a large supply of leftover wood scraps. Two young men got the idea 
of making a wooden toy tractor from such scraps. They made a model and came 
to Jobs with the request for a loan of $1,000 to help them get started in busi- 
ness. Money was given on the confidence that these two men could make a suc- 
cess of their enterprise. Through the encouragement of Jobs leading citizens in 
the community assisted the new venture. The manager of the Ben Franklin 
Store ordered 500 of the toy tractors; an official of another firm figured costs of 
production; books were set up by a local public accountant; another business- 
man helped to secure sales outlets for the toys. The Albert Lea Manufacturing 
Co. was born in this way and now succesfsully manufactures a variety of toys. 

Jobs, Inc., assisted in the creation of several other new businesses in Aibert 
Lea. When local industries needed electroplating facilities close to home in order 
to save cartage and time, representatives of Jobs spent several months looking 
for a suitable person to manage such an enterprise, making trips to Minneapolis 
and Milwaukee before finding the right man. This was the beginning of Albert 
Lea Electro Plating Co. Local industry also needed someone who could supply 
industrial patterns. Jobs spent at least a year before finding a man capable of 
and interested in such a business. Jobs supplied funds to assist in starting the 
new firm. Both of these businesses fulfilled a genuine need and are now prosper- 
ing in Alberta Lea; their services have saved other industries in the community 
thousands of dollars. 

Jobs gave financial assistance to a person who wanted to start a photofinishing 
service and to another who undertook the manufacture of a new floor-sweeping 
compound. Thus the AD-Art Co. and the Kwik Sweep Co. became established. 
Jobs helped an individual begin an artificial flower business in 1945 by publicity 
and sales promotion but this person later moved his activity to Texas. Jobs heard 
about a man in Minneapolis who wanted to operate a nonferrous foundry outside 
of the metropolitan area. Encouragement to him resulted in the creation of Con- 
tinental Foundries, Inc. A firm which manufactures a rain gage approved by the 
United States Weather Bureau is in Albert Lea because its lowa inventor heard 
about the assistance available through Jobs. Jobs was also involved in a housing 
project which supplied 27 small houses to servicemen. Its largest loan—$13,360— 
was made here. Jobs had to raise some funds on the outside in order to make 
this loan; the city went along by providing a central utility with toilet, bath and 
laundry facilities. 

Jobs played a significant role in what several other businesses did in Albert 
Lea. In 1944 Universal Milking Machine Division expressed an interest in leav- 
ing another community in which it had operated for several years. Directors 
of Jobs met with the officials of this company and so impressed them with their 
zeal for industrial expansion that Universal came to Albert Lea, locating in an 
already existing old industrial building then available. A representative of 
Smith-Donglas of Virginia, manufacturers of commercial fertilizers, visited 
southern Minnesota in 1949 with a view to finding a new location for a plant. 
Directors of Jobs and officers of the chamber of commerce met with this repre- 
sentative who, in turn, recommended that his firm come to Albert Lea. This 
representative later said that the intelligent and willing cooperation of the 
people associated with Jobs and the chamber was instrumental in the recom- 
mendation which he made to his home firm. 

Not every activity of Jobs was crowned with success, at least not immediately. 
Two men in Albert Lea had an idea that a good market existed for improved 
deburring and finished barrels and began production of them. The directors 
of Jobs decided to assist this new firm by raising money to construct a building 
to allow expansion. When the management of the company found an old in- 
dustrial building into which it could move, the directors of Jobs decided to allow 
the money intended for a building to be used as operating cash by the firm. 
Management of the firm left something to be desired and directors of Jobs 
offered to come in and help but were refused. The firm was then forced to close. 
However, a metalworking company in Albert Lea later bought out the assets of 
this company and is now conducting an effective business in manufacturing 
deburring barrels and other equipment, employing some 50 to 75 persons. Some 
$30,000 outside of funds from Jobs was invested in the original firm and lost. 
Even so, many of those who lost money in this venture bought stocks and deben- 
tures issue by Jobs Building, Inc., a second development corporation established 
in Albert Lea of which more will be said later. Many residents of the city had 
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now suffered losses in their efforts to spur business growth but most of them 
were not discouraged. They were willing to admit that not all ventures can 
succeed and, after all, the city did have a new payroll of 50 to 75 people. 

Some years ago Enterprise Machine and Welding Works faced the prospect 
of moving from its building because the city was condemning that property for 
civic improvement. Enterprise considered moving to another city where it 
was assured that a good site was available. Jobs stepped in and helped this 
company find another location on which it was able to erect its own building. 
After Jobs had established an industrial pattern shop in the city, the demand 
from other cities for such services prompted two other men to set up similar 
firms in Albert Lea. There may well be other examples of such incidental re- 
sults from the functioning of Jobs. It should be emphasized, too, that Jobs has 
never limited its activities to financial loans. Committees have been set up to 
assist anyone in industry who needs help and advice, Thus there are com- 
mittees associated with Jobs on sales, finance and accounting, legal matters, 
product research, production, publicity and advisory. Members of these commit- 
tees serve without compensation; many of them have given hours of their time 
upon the request of Jobs or some business in distress. 

Jobs could not supply funds to every person who asked for them. William 
H. Sykes, secretary of Jobs, told the writer that people came to the directors 
of his organization with requests for funds to manufacture a variety of items: 
n new type of electric razor, a hew can opener, & stock fence and gates, a poultry 
broiler, a fruit juicer, a wet-corn dryer, a wood enclosure for garbage cans, some 
new toys. One person wanted funds to operate a roller skating rink. For a 
variety of reasons or for lack of available funds these projects were not sup- 
ported. The directors of Jobs did not want for places in which to spend their 
runds. <At the present writing, however, Jobs, Inc., has been more or less dor- 
mant for 3 years. A development corporation established later and for another 
purpose has taken the limelight. 


Jobs Building 


Not long after the creation of Jobs in 1944 Charles Myers and others be- 
gan to discuss the need for an organization which might acquire industrial sites 
and construct buildings as a further inducement for the development of new 
industry. By August 17, 1950, this discussion led to the creation of Jobs Build- 
ing, Ine., a second business development corporation for Albert Lea. The first 
board of directors, the men largely responsible for the new enterprise, con- 
sisted of a garage owner, 2 retailers, 2 industrialists, an attorney and a retired 
banker. At $100 a share 116 stockholders invested $33,600 in this new corpo- 
ration. This amount was later increased and now stands at $42,500. This 
corporation paid a dividend of 3 percent on July 19, 1955. 

Jobs Building immediately purchased a 3%-acre industrial site and started 
construction of an 11,000 square-foot, universal-type building. Sufficient capital 
was not available to put up anything larger and Jobs Building had no credit 
at this stage of its development. No buyer was in sight but there was confidence 
that one would be around when the building was completed. The wait was sur- 
prisingly short. Before the structure was even half completed it was sold to 
Universal Milking Machine Division, a firm which had first come to Albert Lea 
by action of Jobs in 1944. It was not known at the time, but the directors of 
Universal had been meeting in Albert Lea to discuss the possibility of leaving 
the city because the facilities they were using were uneconomical and no others 
were available. Hearing of the construction underway by Jobs Building they 
looked over its building and bought it before completion. The new development 
corporation thus begin its activities by saving an industry for Albert Lea. 
Later Universal added a large addition to the building it purchased and in 
1954 the parent organization of Universal, National Cooperatives, Inc., then in 
Chicago, moved its national headquarters to Albert Lea. 

After its first building had been sold Jobs Building bought an older 10,000 
square-foot structure which it then rented to A. A. Sorenson Co., a manufac- 
turer of crates, boxes, and skids. Sorenson was born in Albert Lea and began 
his business in the basement of his home. He expanded into his garage, then 
into a building he constructed for himself and finally into the building owned 
by Jobs Building. On January 1, 1956, the A. A. Sorenson Co. moved into a 
new plant which it had constructed. Jobs Building then leased the building it 
owned to International Electric Fence Co., a firm which came to Minnesota 
from Ohio. 
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In January 1951, Jobs Building invested $19,500 in an unimproved 96-acre 
tract of farmland south of city limits with the hope of developing this area 
into an industrial park to lure business development. The necessary right-of- 
way for streets was donated to the city for that portion of the land quickly 
brought within city limits. A similar right-of-way was given to Albert Lea 
Township for the building of a road in the noncity area of the tract. The 
city later graded and graveled the streets in the industrial area under its juris- 
diction and the township installed its road. The city extended water and sewer 
lines to the property and received one acre of land for construction of a much 
needed water tower. Jobs Building gets fire and police protection for its prop- 
erty and pays taxes in the same way as would any other firm or individual 
owing such a tract. 

Business development came quickly to the new area. Albert Lea Pipe & Sup- 
ply Co. purchased a portion of the 96 acres from Jobs Building and constructed 
its own building in 1952. In August Of 1951 Jobs Building entered into negotia- 
tions with Page & Hill of Shakopee, Minn., ultimately granting that firm the 
right to expand into a 15-acre portion of the industrial tract. Jobs Building 
then constructed a 36,000 square-foot, oval-roofed industrial building with no 
inside supports for Page & Hill and leased it to them with an option to buy. 
This firm operates as Albert Lea Homes, Inc., at the present time. Next, Jobs 
Building constructed and sold on contract for deed a flat-roofed building for 
Allied Roofing Co. 

Construction of an 18,000 square-foot building without having a known tenant 
was the next step. Additional funds were needed to make this possible beyond 
those available in the stock of Jobs Building and through cooperation of lending 
institutions. On June 14, 1954, debentures were sold to an amount of $46,600 to 
make this new building possible. This amount. was later increased to $64,300. 
The debentures were sold in three series; due in 3 years and paying 3 percent 
interest ; due in 6 years and paying 5 percent interest; and due in 9 years and 
paying 6 percent interest. While it was felt that the 3-year debentures would Sell 
best, actually $11,000 of these were sold and the balance of the money raised 
was about equally divided between the 6-year and 9-year debentures. The build- 
ing aided by these funds was completed in 1955 and leased to Mid-Continent 
Quilting Co. 

In the late summer of 1955 the Board of Directors of Jobs Building decided to 
undertake the construction of another 18,000 square-foot building. That struc- 
ture was completed in 1956 and is at present waiting for a tenant. In the early 
fall of 1955 Minnesota-Iowa Materials, Inc., a firm for wholesaling building mate- 
rials, indicated that it was interested in having Jobs Building put up a 36,000 
square-foot building for it. About the time construction started, however, this 
firm decided to buy up the construction contract and proceed on its own. Minne- 
sota-lowa Materials opened for business on January 25, 1956. 

Jobs Building did not limit its activities to furthering the development of its 
own industrial park, however. It was also active in other areas. <A couple of 
years ago a firm which buys and packs eggs in large quantities was interested in 
coming to Albert Lea if it could find adequate quarters. Jobs Building helped 
locate these facilities and then aided in negotiating for certain surrounding areas 
which were needed for expansion. This firm now employs 45 people. 

An Albert Lea manufacturer had certain of the products he was making lined 
with rubber by shipping them to a firm in a city several hundred miles away. 
This was expensive and inconvenient. Jobs and Jobs Building were solicited for 
help in improving this situation. Through study and negotiations between the 
development corporations and the manufacturer, Northwest Rubber Co. managed 
to open in Albert Lea. With the assistance of Northwest Rubber the original 
manufacturer has expanded his operation and Northwest Rubber, in turn, has 
developed into a profitable industry. 

A need similar to the one just mentioned led to Northern Cooperage Company 
opening a branch in Albert Lea. A firm processing foods was having its own 
wood barrels manufactured at a plant some distance away. Doing this locally 
would add to convenience and save money. Directors of Jobs Building assisted 
in working out this problem and solved it in 1955 when Northern Cooperage 
began operations in the city. 


A large woodworking firm which had started its business in Albert Lea and 
which had expanded into other cities reached the point in its growth where local 
facilities were too small. Directors of this firm, none of whom lived in Albert 
Lea, debated whether a new central plant should be constructed in Albert Lea 
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or might better be built elsewhere. Jobs Building and the chamber of com- 
merce worked hard with this group of men to persuade them to build in the 
industrial area available. The firm was assured that a large area would be 
reserved for it pending its decision on what its next move would be. Many 
months later the directors of the firm did decide to expand in Albert Lea but on 
a piece of property which they secured for themselves. Jobs Building hid pro- 
vided a service, however, by having land available even when such land was not 
used. Knowledge that such a location stood ready bought the time necessary 
for the directors to consider other possibilities carefully. Rilco Laminated 
Products, Inc., has already added to the building it put up in 1952 after deciding 
to stay; employment in the firm has more than doubled in recent years. 

A few years later a person interested in location of a manufacturing firm 
came to Jobs Building for help with his problem. Arrangements were made 
to construct a suitable building for him in the industrial site. Before con- 
struction got underway an existing and older building which could be rented 
for much less than a new one opened for use. The possibility of reducing over- 
head was an attractive consideration in deciding against new construction. Al- 
bert Lea Manufacturing Co., makers of furniture, opened in 1955 with 5 em- 
ployees and prospered so rapidly that it soon employed 4 or 5 times as many. Jobs 
Building had made its resources available with success once more. 

A firm with which Jobs Building recently negotiated successfully is one that 
makes quality show cases and display fixtures primarily for hardware businesses 
and drug stores. This firm was considering moving from another Minnesota 
location to some community in a State farther south. Officers of the firm drove 
through Albert Lea on their way to investigate a new location and happened 
to see the industrial area being developed by Jobs Building along their route of 
travel. These officers became interested in this development corporation, what it 
was doing and what facilities it might be able to provide. Over a period of 
several months Jobs Building and many other groups in Albert Lea, including a 
local business agent of a union and a railroad in the city, worked hard to persuade 
these men to consider Albert Lea for location of their industry. As a consequence 
of all these efforts Streater Industries, Inc., bought property in the city, though 
not in the industrial area of Jobs Building in November of 1956, and started 
construction of what is now a beautifiul 68,000 square-foot building. Streater 
Industries freely grants that the existence of Jobs Building and the business 
climate it has helped to create were key factors in saving a business for Minnesota 
and bringing a new one into Albert Lea. 

This survey of the activities of Jobs and Jobs Building should not end without 
mention of a disappointment which came to these groups. Munsingwear had 
never asked Jobs Building for help with a new structure. It appeared that 
no inducements would have kept the firm in Albert Lea in the face of desires to 
consolidate and undisclosed inducements elsewhere. 


Evaluation of Jobs and Jobs Building 


There can be no question that Albert Lea has witnessed great prosperity during 
the time Jobs and Jobs Building have been active in that city. Employment 
figures and the growth of sales make this abundantly clear. Total employ- 
ment in Albert Lea numbered 5,455 at the time of the survey leading to the 
creation of Jobs in 1944. On June 30, 1957, employment had reached 8,200 and 
was still rising. In 1943 the volume of retail sales amounted to $10,014,000 but 
by 1954 this had become $29,550,000 and growth has continued. In the period 
from 1951 to 1957 more than 20 new businesses began operations in Albert Lea, 
some of them helped by the local development corporations but others coming 
simply because the climate in the community was favorable for them. 

In a report to the Department of Commerce Jobs and Jobs Building could 
state that they had given assistance 23 times to a total of 21 firms. Included in 
firms assisted are all those to whom money was loaned, or for whom land 
was held for a period up to 2 years while they decided what their future plans 
might be. It has been estimated that firms assisted by the two corporations 
have provided jobs for more than 400 people and a total payroll in excess of 
$1,385,000 annually. To accomplish all of this Jobs loaned a total of $21,560 and 
Jobs Building constructed five buildings and started a sixth which was sold 
before completion. Jobs Building also purchased an older building which it 
rented for several years and finally sold to its occupant in the summer of 1957. 
At the present time Jobs Building holds title to three buildings—the others have 
been purchased by the occupants. Jobs Building has not lost any money on its 
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operations; Jobs, in spite of the tail-end characteristics of its loaning activities, 
has lost less than $500 in the thousands of dollars disbursed. 

Certain information on the general operation of Jobs and Jobs Building not 
included specifically to this point may be of interest. For example, how does 
Jobs Building find its prospects for Albert Lea? For the most part these are 
sought by letter, telephone and trips of representatives to firms in larger cities 
who might be interested in moving. Sometimes prospects come to Albert Lea 
and notify Jobs or Jobs Building that they want a change of location. Officials of 
Jobs and Jobs Building will tell you that they talk to some of these with con- 
sideration to diversification of industry, a key to stabilization of employment. 
The list of new industries in Albert Lee reflects their success in approaching 
such a goal. A large variety of businesses are in operation because of promotion 
provided by the two development corporations. 

Jobs and Jobs Building do not have advertising programs. It was early de- 
cided that these groups did not have enough funds to carry on the comprehensive 
and intensive campaign from which satisfactory results may come. Thus, radio, 
television, newspapers, and magazines have not been used to solicit prospects. 
The directors of the two corporations have not even allowed a circularization of 
industries in a given field in order to find a firm which would bring diversification 
of manufacturing to Albert Lea. On rare occasions a select list of firms inter- 
ested in a particular field of production may be approached but this will be by 
personal letter or through the association that comes with personal visitation by 
an officer of one of the corporations. 

Jobs has made it a practice not to lend money to anyone who can obtain funds 
from private or governmental sources. Jobs has been primarily interested in 
so-called tail-end financing and does not compete with any lending institution. 
When loans are made, there is little concern for security behind them. The 
directors of Jobs are more interested in the person who is applying and his 
potential for paying back his bills and debts. Jobs Building, on the other hand, 
invests its capital in real estate and this becomes its security. Jobs Building 
leases or sells its property to firms that are financially responsible and will make 
regular monthly payments. Leases are made for from 5 to 10 years; payments 
are so calculated as to give Jobs Building a gross return of 5 percent on its money. 
Tenants and persons holding leases and contracts for deed pay all taxes, insur- 
ance and general maintenance. Jobs Building would, incidentally, rather sell 
a building than lease it because then its funds become available for further 
bulding or for paying off debentures. 

Roth corporations have borrowed money from banks and building and loan 
associations. Jobs signs notes as collateral for loans extended to persons in 
amounts beyond that which Jobs can give. Such loans have carried an interest 
rate from 4 to 5 percent. Jobs Building borrows on its own signature and on 
its signature together with the collateral of a lease or a contract for deed on 
a building which it has constructed or proposes to construct. The 96 acres in 
the industrial site were purchased by the sale of stock in Jobs Building. 

Jobs Building does not compete with private property owners in attempting 
to sell land in its industrial site. Prospects are shown all the property available 
for the type of operation they contemplate. The existence of an industrial area 
which might be used is no more than an assurance that at least in this place there 
is room for the prospect if he wants to come to Albert Lea. Nor do the directors 
of Jobs Building promise any concessions of any kind. Jobs Building pays its 
own way and any industries brought in are told they will be expected to meet 
their full share of taxes and assessments for various city services. President 
Mvers made this clear in a statement before the Minnesota Statewide Industrial 
Clinie at Albert Lea on September 18, 1956: 

“Now, we don’t make any concessions. We have an industrial prospect. He is 
given nothing except cooperation. He pays us on a commercial basis. If he leases 
that building or he buys it, he pays what we invested in it, plus some overhead 
and plus the price of the land. We have made no concessions in any other way 
whatsoever for any industrial prospect whom we have ever talked to or have 
moved to Albert Lea. We have stressed cooperation and have tried to act 
naturally, to reflect the community interest—our greatest asset * * * the commu- 
nity has become very much interested in this program and when we have an 
industrial prospect come to Albert Lea, we “front up” and take over very quickly. 
Out of this group of men, many of them have time and time again canceled ap- 
pointments, left their desks and come down either to the chamber office, to my 
office. or here. and sat around the table to discuss with the prospect his needs 
and what services we can render him. That, I think, is our outstending key to 
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any success we have had—it has been the time that people of Albert Lea are will- 
ing to give to this program and actually spend their dollars and their hours away 
from their own business to help this program. Without this we wouldn’t have 
done very much.” 

It is clear that this selflessness toward a common purpose is the key to the suc- 
cess of Jobs and Jobs Building. Jobs actually pays no one and Jobs Building 
only the part-time secretary who is also secretary of the Chamber of Commerce 
in Albert Lea. A free meal is all any of the directors of these corporations ever 
get. They and all others donate endless hours to the task of industrial develop- 
ment for their community. The results of their devotion and interest need 
no further elaboration. 

The debt of the writer to Charles Myers and particularly to William Sykes, 
secretary of Jobs Building, for the material contained in the preceding pages is 
enormous, as these pages surely disclose. The writer had long discussions with 
these leaders in Albert Lea on the possible relationship of Small Business Ad- 
ministration to the growth of local business development corporations. While 
the basic analysis of this problem is left to another portion of this report, the 
Albert Lea Story should not end without some brief reactions of Myers and 
Sykes to help from SBA. 

Myers and Sykes are satisfied that Jobs and Jobs Building can raise whatever 
funds are necessary for the purposes for which they have been created. At least 
to this time there have been no demands which these corporations have wanted 
to meet which they have been unable to meet on their own or with the aid of 
local financial institutions. Myers thought that any outside help which might 
be needed should be sought from the State development corporation now being 
established in Minnesota and not from any agency of the Federal Government. 
Sykes felt the same way except that he recognized the problem of a prospect who 
could not get enough money from Jobs to get started in business and who could 
not obtain adequate funds from commercial banks because he lacked proper 
security. Whether, for example, SBA should undertake loans of around $10,000 
with no security behind them other than the reputation of the borrower as a re- 
spectable person is a question to which Sykes hesitated to reply in the affirm- 
ative. Such an amount is beyond the capacity of Jobs and will not be granted 
by banks. The final argument of both Myers and Sykes would probably be that, 
if such a loan is not satisfactory to a bank, it should not be considered by a Gov- 
ernment agency either. 

Myers and Sykes are committed to the idea that Jobs and Jobs Building are 
successful primarily because they are private and appeal to the service and co- 
operation potential of so many responsible people. The dedicated donation to 
community of personal time and abilities which generate the great enthusiasms 
carrying development corporations to success would fade away if government 
funds or bureaucrats became involved. Jobs and Jobs Building are arrange- 
ments established to avoid the need for government aid; any move to incor- 
porate such aid, whether in the form of loans or any other type of service, will 
destroy the very enthusiasm which makes development corporations succeed 
wherever they really do. The Albert Lea Story will continue without any need 
for help from SBA. Nor do Jobs and Jobs Building need any help from the 
Department of Business Development of the State of Minnesota; these groups 
are jealous of their own success. They have indeed been outstanding and they 
have yet to reach problems which they cannot solve for themselves. At the 
moment any objective observer must admit that Jobs and Jobs Building have 
more to teach to others than others have to give to them. 


PART III. ACTIVITIES OF LOCAL DEVELOPMENT CORPORATIONS 


Forty-seven communities in Minnesota supplied information indicating that 
their development corporations have invested funds to further business growth. 
The writer visited almost half of these communities. The Albert Lea story is told 
in part II of this report. Activities of the other 46 communities are briefly 
described in the following pages. Communities are taken up in alphabetical 
order and the population of each according to the 1950 census is placed in paren- 
theses after the name because it may be of interest. 

(lerandria (6,319).—Alexandria Developers was organized in 1954 to encou- 
rage business development through the construction of buildings for lease or 
sale and by the acquisition and improvement of suitable industrial sites. Stock 
was sold to 147 shareholders, creating a capital fund of nearly $19,000. The 
major achievement of Alexandria Developers has been the construction of a 
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building for Northern Aircraft at a total cost of $60,725. A small airplane is 
manufactured by this firm. The financing of this project is interesting because 
a loan from Small Business Administration is involved. SBA put up $35,000 
on a first mortgage on the building. Alexandria Developers supplied $16,000 
on a second mortgage, the construction contractor took a note for $4,725, and 
Northern Aircraft put up $5,000 as an option payment on the building. Northern 
Aircraft pays all real estate taxes, insurance, and maintenance, in addition to 
making monthly payments toward paying off all loans. At the end of 10 years 
Northern Aircraft may buy the building for $1 because all obligations will have 
been met, andAlexandria Developers will then have $4,000 more than it put into 
the building. Northern Aircraft is currently employing from 90 to 100 people. 

Alexandria Developers has been inactive recently, but it does have about $1,000 
invested in land which is available as an industrial site. This development cor- 
poration is proud of its achievement and representatives of it report that they 
had a happy experience negotiating with SBA for the loan received. They did 
report, however, that an unusual number of phone calls and revising of reports 
preceded getting the loan. There was also a hint that some political pressure 
helped settle the issue. The writer has a reaction to the building constructed 
for Northern Aircraft with funds from SBA which is shared by some in Alex- 
andria. The building stands on an airfield outside of the community and quite 
removed from any rail facilities. An interesting problem might arise in the dis- 
position of the building in case Northern Aircraft should fail in its operations. 
The building seems to have an unsatisfactory location for any other type of 
industry. 

Appleton (2,256).—The development corporation in this city is known as the 
Appleton Hotel Association because its main effort has been devoted to the pur- 
chase of a site for a new motel and sponsorship of the financing and construc- 
tion of this facility. The association has 25 stockholders and capital amounting 
to $7,200 currently tied up in the motel constructed with the aid of a substantial 
bank loan. The association is receiving 5 percent on the money it has invested. 
Plans are now proceeding for a development corporation with broader authority 
than the one used for this particular purpose. 

Atwater (880).—‘The Atwater Development Association was organized in 
1954 for the purpose of acquiring land and all other items necessary to have new 
industries locate in our area.” In this way the secretary expresses its purpose. 
At the present time the association owns 147 acres of land. On 20 acres of this 
a gravel pit will be opened next summer. A stock-car racetrack has been oper- 
ated on 6 acres of the land during the past 2 years with substantial profit. The 
association also owns a building in Atwater which was purchased with the inten- 
tion of installing bowling lanes, but insufficient funds curtailed this venture. The 
association now rents the Building to Goodsen Body Shop. 

Fifty-eight shareholders have invested $2,575 in the Atwater Development Asso- 
ciation. With the help of bank loans $18,000 has been used to purchase the farm- 
land and the building which it owns. The association offered 80 acres of its 
land in a recent effort to lure the county fair from a neighboring town which 
has less space for it but this move was unsuccessful. It is reported that funds 
thus far raised are adequate for needs presently existing. No success has yet 
been achieved in getting new industry to Atwater. 

Blue Earth (3,843).—The Blue Earth Industrial Service Co. has raised $6,750 
through the sale of shares at $50 each to a total of 90 people. This money has 
been used to purchase land for the development of an industrial site. RIS-VAN, 
a liquid fertilizer company, has purchased the first plot in the new area. The 
Blue Earth Development Corp. has helped another firm in the community with 
a small loan and assistance in locating qualified advisers on the patentability of 
its product. Secretary Kenneth Young writes strongly of the need to supply jobs 
for young people who are leaving the community for failure to find them and be- 
cause of a continuing decline in the agricultural economy. 

Braham (697).—Braham Builders is a unique development corporation be- 
eause it was created almost 20 years ago and is now in the process of liquidating 
all its assets. Every dollar of the more than $20,000 contributed to it over the 
years by more than 40 people has been returned with interest. Braham will prob- 
ably establish another development corporation under a new law which allows 
the avoidance of income taxes. Braham Builders and the First National Bank 
of Braham have been intimately associated in several ventures to expand busi- 
ness over the last two decades because community-minded Oscar Olsen has been 
the key figure in both. The most important firm aided was Dahlman Manufac- 
turing Co. for whom Braham Builders and the bank constructed a building several 
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years ago. Since that time Dahlman Manufacturing Co. has expanded to the 
point where it makes more than 60 percent of all the potato diggers in the world, 
employs more than 100 people at its peak season and has an annual sales volume 
of more than $1,500,000. In 1943 farmers and businessmen associated in Braham 
Builders organized the PICK Food Processing Association and assisted in putting 
up a building for it. 

Braham Builders has also been involved in such community enterprises as the 
construction and maintenance of a theater to keep people in town and the build- 
ing of a community hospital. A visit with Oscar Olsen in the bank at Braham, 
a community of only 800 people, is a real experience and gives an unusual insight 
into the intimate relationship of a small bank and the community. Let Olsen 
speak for himself: 

“The industries created and invited to come to Braham now give full-time em- 
ployment to over 250 people, and part-time employment to over 50 people. Our 
bank, Braham Builders, Inc., the business people, and the farmers have cooper- 
ated in taking care of necessary financing of these several industries—industries 
which have made Braham a better town in which to live and trade. They have 
created considerable building and stimulated real estate sales in Braham (Olsen 
sells real estate, too) and also in the county by reason that farmers are happy to 
locate where part—or 5-day-a-week employment is possible.” 

Brainerd (12,637).—Build Brainerd was established in 1954 to meet an emer- 
gency situation in that community. Lakeland Color Press faced the possi- 
bility of leaving the city unless some means could be found for providing it 
with larger quarters. Small Business Administration indicated its willingness 
to advance $50,000 toward the construction of such a building but $15,000 
would be needed beyond that to complete it. Build Brainerd supplied this 
amount and protected its investment by a second mortgage on the building and 
a chattel mortgage on the heavy equipment of the firm. This development 
corporation has 111 shareholders and $17,900 in capital. Build Brainerd has 
also been effective and helpful in influencing the Northwest Paper Co. to under- 
take the multimillion-dollar expansion in the city. Land is available for in- 
dustrial development because of this group. 

Cambridge (2,978).—The Cambridge Business Development Co. was organized 
in January 1957, has now raised $5,300 from 50 shareholders, and has purchased 
industrial sites which are being made available to prospects. Schlagel, Inc., 
makers of custom sheet metal fabricators, was provided with an ideal industrial 
site by the development corporation at a cost considerably less than its real 
worth. Cambridge Development Co. has also helped to locate a site for the 
Cambridge Bowling Center. This carries out its function which is to “acquire 
and hold for industrial development all the suitable land we can acquire. to safe- 
guard availability of industrial sites at reasonable price.” No help other than 
this has been provided to industry. 

Crookston (7.325).—Crookston Jobs has $25.000 contributed by 245 neople 
available for business development. Some of this money has been invested in 
a building which is being used to attract industry. Other than this the presi- 
dent of Crookston Jobs writes that “we believe our moneys should best be snent 
for contacts with interested businesses. Several calls have heen made in Minne- 
apolis and in Winnipeg. No developments so far but interest will not wane in 
this effort. We have analyzed the local labor supply and have published a 
fairlv detailed brochure on the area. * * * If we are to loan money to business, 
it will perhaps be in the form of a building, which they can move into with 
no downnavment and apply rental payments toward ownership. Probably a 
5-year plan.” 

“Detroit Lakes (5.787).—The Detroit Lakes Industrial Development Corn. was 
created in 1954 in order to attract industry and to aid businesses located in 
the city, with particular regard to creating employment for labor during the 
winter months. Detroit Lakes is in the Minnesota lake region and laneuishes 
during the cold neriods of the vear in spite of its prosperity during the sum- 
mer. Stock certificates have been sold to 122 people and a fund of about 
$16.000 supplied. Snappy, Inc., a firm making special fittings for heating instal- 
lations. has received a loan of $3.000 from the industrial ecornoration, A loan 
of $4,700 has been granted to the Detroit Lakes Tool & Die Co. _ Roth of these 
loans are secured by a first mortgage on eauipment. The industrial cornoration 
has aleo worked for the exnansion of Northwest Telephone Co. and Swift & Co. 
but no loans have heen involved. 

Faribault (16.028).—The Faribault Industrial Corp. has been one of the - ost 
successfn) development organizations in the State. It was organized in 1955 
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and has sold shares of stock at $100 a share to a total of 360 people and to an 
amount that reaches $137,000. The major portion of its funds have been in- 
vested in a building costing $130,000 which was constructed as a means of 
attracting Mercury Aircraft to establish a branch in the city. Directors of the 
corporation were also instrumental in bringing about an expansion at the 
McQuay Plant which resulted in a $250,000 construction and an increase of 100 
in overall city employment. The industrial corporation arranged local financing 
for Randy’s Frozen Foods, encouraged the expansion of the Faribo Turkey 
Plant and aided other businesses in an informal way. The Faribault Industrial 
Corp. is an effective salesman for the city and is constantly at work on new 
prospects. The corporation, different from many, has no authority to use funds 
in any way other than for purchasing land and constructing buildings. These 
latter it will offer to business as an inducement to come to Faribault. 

Glencoe (2,801).—The Glencoe Development Association was first established 
in 1946 and has capital of $17,600 contributed by 181 shareholders. The first 
project of this association was the construction of a new building for the Glencoe 
Manufacturing Co., makers of farm implements. This building cost $30,000, 2 
local banks lending $15,000 and the association providing the balance. The firm 
is p»ving back this obligation in monthly installments over a 15-year period. 
The Glencoe Development Association is now constructing a new post office build- 
ing which it hopes to sell to some other investor upon completion in order to 
release its funds for other purposes. There is an interesting story here. 

Persons permitted by the Government to have the contract for construction of 
the post office were unable to raise adequate funds for the project. In order not 
to lose the benefit of a new post office the development association is erecting the 
new building which will be leased to the Government for a term of 15 years. 
The building with land costs involves $37,000 and the money was raised by 
obtaining $22,000 on a first mortgage from a local bank and raising $15,000 from 
private persons, giving them notes bearing 5 percent interest for a period of not 
more than 5 years. 

At the time the writer visited Glencoe negotiations had just fallen through on 
bringing a new industry into the community. One of the reasons given by the 
firm was the fear of atomic fallout in being so close to the Twin Cities. This 
was the only time this argument was ever heard. 

Granite Falls (2,511).—Jobs and Industries in Granite Falls is the direct 
result of promotional activities by the Minnesota Department of Business De- 
velopment. In 1953 this State agency reported that a Chicago electronics firm 
wanted to locate a branch in Minnesota, considering this State and location 
primarily to avoid high taxes and secure a stable labor supply. The firm indi- 
cated it wanted the community to construct a building at a cost of $250,000. The 
firm did not want to put up such a structure because it would pay a high capital 
gains tax. An insurance company might make the investment but a display of 
community interest was wanted. The firm promised to pay back the money 
over a 15-year period and would assure a return of 4 percent. Jobs and Indus- 
tries was created to manage the solicitation of pledges for the $250,000 needed 
The campaign was successful but the firm did not come to Granite Falls and 
pledges were never collected. 

When Cndahy ahandoned the operation of its produce plant in the city, Jobs 
and Industries bought the building by sale of shares to 60 people in order to 
raise the necessary $10,000. This building was then sold to Valley Produce 
en a contract for deed and a first mortgage on the building used as security 
for the lean. Reports from this community indicate that citizens are ready to 
supnlv funds whenever a business suitable to Granite Falls can be located. 

Kenvon (1,651).—The Kenyon Development Corp. is in the process of expan- 
sion end will be selling stock in February to add to the $1.500 presently in 
its treasury. Last year leaders of this development corporation were helpful 
in assisting a local citizen to raise funds for the completion of a building in 
which he makes primost, a Scandinavian cheese delicacy which may have wide 
Sale in Minnesota. 

Litchfield (4,608).—Titchfield Industries has raised $20,000 from community 
subscription taken by 160 people for investment in a building which was then 
made available to Conventional Built Homes with option to buy and payments 
over 10 vears. The balance of the cost of the building, $30,000, was advanced 
by 2 Litchfield banks. This new industry produced 120 homes during its first 
year of operation and employs from 10 to 40 people depending upon the season. 

Mankato (18,809).—Mankato Area Promotions was created in July 1957, to 
supply that city with a good industrial area which might prove attractive to 
new industry. This development corporation raised $57,000 from more than 200 
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citizens for the purchase of a 210-acre farm which is located on a railroad 
right-of-way and is served by natural gas and high voltage electric lines. Two 
meetings of interested citizens were held and a majority of the stock was 
subscribed at these meetings. The President of Mankato Area Promotions 
reports that “We have ample funds on hand and within the next 3 years we 
should have sufficient money to construct a building if necessary.” 

Marshall (5,923).—At a single fund-raising breakfast $38,000 was pledged 
to Marshall Industries to be used for the construction of a building for the 
Flannery Sausage Co. Investors receive 5 percent on their money and their 
investment is secured by a mortgage on the building which the firm has pur- 
chased on a contract for deed. ‘Twenty-five people are presently employed by 
the new industry. 

UeGregor (322).—The McGregor Development Corp. was established in 1955 
and has a capital fund of $11,700 contributed by 75 shareholders. Money of 
the corporation is invested in a building which is rented with an option to buy 
to the McGregor Manufacturing Co., makers of a folding ski fashioned from 
native white ash. The development corporation also helps this firm obtain 
financing of its inventories and guarantees inventory loans up to 50 percent 
of the manufacturer's cost of the articles being made. All monies invested are 
secured by mortages. The new industry employs 18 people. 

Vinneapolis (521,718).—The Minneapolis Area Development Corp. has raised 
approximately $610,000 from about 35 businessmen in the metropolitan area 
and has invested $500,000 of this amount in Valley Industrial Park, a 2,274-acre 
area between Shakopee and Savage on the Minnesota River. Eighteen farms 
have been bought up in an area which is now being divided into general sec- 
tions where similar industries can be grouped together. Valley Industrial Park 
will have a Minneapolis address for freight rates and the following advantages: 
a half mile of Minnesota River frontage, a plentiful supply of surface and un- 
derground water, highway and rail transportation, convenient access to natural 
gas and electric power, industrial zoning to avoid intermingling of industrial 
and residential areas, access to excellent educational and recreation facilities, 
and ability to accommodate large land-requirement industries. At least 12 firms 
have already expressed a definite interest in locating in the park. 

The Valley Industrial Park will provide space for industrial growth. In a 
large metropolitan center like Minneapolis further help will come from the well 
staffed industrial departments of the Chamber of Commerce, railroads, banks 
and utilities. Adequate sources of funds seem more rendily available. 

Montevideo (5,459).—The industrial committee of the chamber of commerce 
promoted the founding of the Montevideo Industrial Development Corp. in De- 
cember of 1956. Stock of $30,000 was subscribed by 37 businessmen and sale 
to the general public will take place early in 1958. The corporation is fully or- 
ganized and has begun its job of contacting industrial prospects. Several tracts 
of land which would be suitable for industrial sites have been picked out and an 
option to buy is in effect on one such site. Help other than financial] has 
prompted one firm to move a part of its operations to Montevideo and another 
to expand by 50 percent. Ten new jobs have been created. 

Nevis (332).—The Nevis Development Association was created in August 1957, 
to bring industry into the community and to work toward the establishment of 
a uniform year-around economy. Nevis is another town in the heart of the Min- 
nesota lake country which has a difficult time during the winter months. The 
report of the secretary-treasurer of the Nevis Development Corp. indicates that 
87 people have contributed $8,000 for the purposes of the organization. Loans 
of $500 have been made to each of four businesses, loans of $300 to each of two 
firms, and a loan of $1,000 to a single firm. The specific purpose of these loans 
and the security behind them is not available in correspondence from Nevis. 

New Richland (908).—The New Richland Development Corp. was organized 
in June 1956, as a nonprofit organization to encourage business growth in that 
community. It began operations by securing a large hemp plant building origi- 
nally constructed by government for the price of the land on which it stood. 
The Ostrom Manufacturing Co. came from Minneapolis to occupy this build- 
ing. The development organization also arranged for $25,000 to put up a 
building for the New Richland processing plant. About 40 people have been 
added to the payrolls of New Richland through these efforts and 47 persons pay 
membership dues to the development corporation. 

New York Wills (977).—The New York Mills Industrial Development Corp. 
was started by the local civic and commerce association as an effort to find a 
new industry to bring to this town. It was hoped such an industry would offset 
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the loss of income to the community because of farmers closing down operations 
and moving to the city. A sum of $22,000 was raised from among 150 share- 
holders but this was not adequate for the building which was needed. A loan 
of $15,000 was then negotiated with Small Business Administration to supply 
necessary additional funds. The York Industries which occupies the building 
manufactures garden tractors and attachments plus truck equipment items such 
as cargo heaters, coolers, and tandem rear axles. Additional parts will be manu- 
factured after the firm gets into full operation. 

New Ulm (9,348)—An emergency in the community was the force which 
prompted the creation of New Ulm Industries, a business development corpora- 
tion second only to those in Albert Lea in its prestige throughout Minnesota. In 
1952 International Milling Co. which employed up to 150 people closed down its 
large flour mill in the city. The consequences of losing the largest payroll in 
the community moved the publisher of the New Ulm paper to say that “the threat 
of the shutdown shocked the town into action. A few of us had spent 10 years 
of blood and sweat trying to bring new industry here but companies always passed 
us by because of apathy and indifference on the part of the town.” (As reported 
by the Wall Street Journal in a feature story on August 19, 1954.) A short time 
before the mill actually closed Otto Oswald, owner of New Ulm Laundry, called 
together 21 leading business and professional men who then formed New Ulm 
Industries to do something about the community problem. 

New Ulm Industries raised $54,000 from 37 people during a period of less than 
2 weeks and was ready for action. The department of business development in 
St. Paul learned that the Webster-Chicago Corp. of Illinois was interested in a 
Minnesota location for a branch plant and brought this fact to the attention of 
leaders in New Ulm. Upon a promise from the firm that it would come if a suit- 
able building was available. New Ulm Industries created a second corporation, 
New Ulm Industries Foundation, through which it sold debentures in sufficient 
numbers to cover the cost of the building. Some 400 people invested in these 
debentures to bear interest at not less than 5 percent per annum and to be for 
a term of not more than 15 years. $192,000 was raised in this way, $12,000 for 
the land and $180,000 for the building. Substantially more than this amount was 
actually subscribed by New Ulm citizens. The Webster-Chicago Corp. was given 
a 15-year lease on the building under an arrangement whereby monthly payments 
would retire all debentures and pay an interest rate of 51% percent. The firm was 
given an option to buy at the end of this period and could exercise this option for 
$1,000. A mortgage on the property became security for the investment. 

After a short period Webster-Chicago decided to leave New Ulm. One of the 
reasons given for doing so is important in any consideration of development 
corporations and the firms they should encourage into their communities. Evi- 
dently Webcor discovered that shipping raw materials to New Ulm from Chicago 
and transporting the finished product from New Ulm back to its major market in 
the Chicago area was an uneconomical process. Fortunately for New Ulm and 
New Ulm Industries the John Oster Manufacturing Co., another electronics firm, 
took over the plant immediately, is operating effectively and will see through the 
contractual arrangements made by the Webster-Chicago Corp. 

New Ulm Industries played a significant role in getting the Kraft Food Co. 
to establish a large packaging and distribution plant in the city. Kraft had been 
unable to secure a 22-acre tract of land which it wanted for construction of a 
building. New Ulm Industries managed to purchase a 102-acre tract which in- 
cluded the location desired by Kraft and then sold the selected site to this firm. 
The development corporation ended up with more than 80 acres of surplus land 
which it could use for an industrial area but much of it is unusable swamp land. 
New Ulm Industries still has $8,000 invested in this land and hopes ultimately 
to come out on the investment by selling off farm crops and the most valuable 
parcels in the area for industrial purposes. The development corporation also 
has $35,000 invested in a building once owned by International Milling which it 
now rents to the Freeman Manufacturing Co. 

President Oswald believes that New Ulm Industries will show a profit on the 
ventures in which it is now involved. He also strongly defends the idea of creat- 
ing a separate corporation and selling debentures for the construction of a parti- 
cular building as was done for the Webster-Chicago Corp. “If you build a second 
building or a third building, or if you buy different pieces of land, a new series 
of bonds can be issued, each backed by its building, by its land and by its lease, 
and each individual building stands on its own and is not dependent upon any 
other buildings that the community may have built.” Oswald and others in New 
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Ulm are satisfied that people in that city are willing to supply additional funds 
at any moment that a proper need arises. 

New Ulm Industries has been responsible for the construction of one build- 
ing for a large electronics firm, for the land which allowed Kraft to construct a 
building, for a building which it rents to another manufacturer and for the 
owning of an industrial site where additional firms can build. It has been esti- 
mated that all of these ventures have created 400 jobs in New Ulm, a real achieve- 
ment for a community of about 10,000. 

Northfield (7,487).—In 1953 Northfield was offered the chance to get the Den- 
Ricks Co., a firm making small pool tables, if the community could provide a 
suitable building. The Northfield Industrial Corp. was organized for this 
purpose, with 38 persons purchasing stock to a total amount of $22,500. $15,000 
was borrowed from a bank on a first morgage and added to the amount in the 
development corporation to provide the $37,500 needed for the building. Den- 
Ricks has a 5-year lease on the building with an option for renewal. Officials 
of the Northfield Industrial Corp. hope to sell the building to the Den-Ricks Co. 
so that their funds can be used for new construction. 

When a firm presently operating in Northfield considered leaving the city for 
lack of adequate space for expansion, community leaders collected pledges for 
$30,000 for the purpose of creating another development corporation for con- 
struction of a building. The firm found other quarters in the community, 
however, and plans for the second corporation have not materialized; pledges 
have not been collected to this date. There is hope that some other industry 
might be attracted to the community by knowledge that $30,000 is already 
available for the construction of suitable quarters. 

Pine City (1,937).—The Pine City Development Corp. was organized in 1955 
and sold $65,000 in stock to 100 people in that community. These funds have 
been used to construct one building and for the purchase of a second building 
given up by a creamery. The new building is rented to the Zephyr Awning Co. 
which employs about 40 people. The old creamery building is being rented to 
the Donovan Co. Officials of the Pine City Development Corp. say they were 
the first such corporation to ask for a loan from Small Business Administration. 
SBA offered to make the loan but the money was raised locally and no loan was 
necessary. These officials make the point that more money “can be raised easily 
if we can find a manufacturer who wants a place to work.” 

Pipestone (5,269).—Pipestone Industries has $35,000 in subscribed stock sold 
to more than 100 citizens of that community. This money has been used to 
construct a building on property purchased from the city. The building was first 
leased to a firm from outside the community which failed in its operations. It 
was then sold to the Pipestone Sales Co., manufacturers of fiberglass boats and 
related products. This firm was started by a local citizen and has been devel- 
oping so rapidly that it now employs from 75 to 100 people. Pipestone Industries 
is now looking for a firm which might require an investment of about $20,000. 
It could mortgage the building which it has sold on a contract for deed for that 
amount. 

Pipestone Industries has also been given the responsibility of promoting and 
negotiating the disposal of the Pipestone Indian School which was purchased 
from the Federal Government by the city for $45,000. The campus of this school 
consists of 38 acres complete with its own sewer, water, and heat facilities. 
There are 56 structures on the campus, including an 11-room school building 
with a 300-seat auditorium, a girls’ dormitory, a hospital, a boys’ dormitory, a 
gymnasium, a dining hall with kitchen, and a laundry, powerhouse and main- 
tenance shop. In addition to the above there are 8 residences, 6 apartments, 
garages for 26 cars and trucks, warehouses, sheds, granaries, and barns. There 
are 250 acres in addition to those comprising the campus. All buildings were 
built to government specifications and are in sound condition, though needing 
paint and cleaning because the entire plant has been idle for several years. To 
the writer it seems criminal that no group interested in using this campus for 
an educational purpose has vet shown real interest in the purchase of it. There 
are colleges in our land which do not have a plant like this one. 

Princeton (2,108).—The Princeton Development Co. owns a 5,200 square-foot 
building which it leases to the Fingerhut Manufacturing Co., makers of seat 
covers, for use as a mailing room. About 60 people in the community have con- 
tributed to the funds which are available to this development corporation. <A 
more interesting business development project in Princeton has been the creation 
of the Princeton Building Corp., actually a legal device to make it appear that 
lo¢al funds were constructing a building for the Fingerhut Manufacturing Co. 
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in order that labor groups in the Twin Cities would not interfere with the firm 
staying in Princeton. A building costing $120,000 has been put up by this cor- 
poration—$55,000 of it from a lender in the Twin Cities, $25,000 of it raised by the 
sale of 4 percent debentures in Princeton and the balance provided by the Fin- 
gerhut Co. Several community leaders were the incorporators and controlled the 
Princeton Building Corp. for a short time. At the present time leaders of 
Fingerhut are in control and the extent of community participation is limited 
to the $25,000 which people in Princeton have invested. Their money is secured 
by a second mortgage on the building. No development corporation as normally 
understood is involved here. 

Red Wing (10,645).—The Red Wing Industrial Development Corp. was estab- 
lished in 1954 and now has capital of $10,150 subscribed by 133 stockholders. 
Funds are being used for promotional work and for the purchase of a 273-acre 
tract from the county in which Red Wing is located. The development corpora- 
tion is paying $24,150 for this tract over a 10-year period. Under terms of the con- 
tract with Goodhue County the corporation is to pay to the county sums 
covering the actual property transferred as improved land is sold to individual 
industries. The county is also to receive any net profit on the sale of the property 
over and above the cost of the land and the cost of developing it into industrial 
sites. 

The Red Wing Industrial Development Corp. is presently working on an 
enterprise which involves Small Business Administration. The development 
corporation is sponsoring the creation of Riverview Building Corp. which will 
construct a $125,000 building on a site costing $25,000 for the Meyer Machine Co., 
makers of lighting equipment. The building is to be financed by a loan from 
SBA in the amount of $90,000 and a $60,000 sale of debentures to residents of 
Red Wing by the Red Wing Industrial Development Corp. Investors in River- 
view Building Corp. are to receive ohe share of common stock and $100 in 6- 
percent debenture bonds for a $100.50 investment. The common stockholders 
will own the building free of encumbrances after a 15-year period. The Meyer 
Co. is to lease the building for 15 years, paying sufficient annual rental to retire 
a SBA loan of $90,000 and the $60,000 in debentures during that period of time 
together with 6 percent interest on the indebtedness. The Meyer Co. needs this 
building because it is losing its present quarters as a result of a road develop- 
ment program. Discussion of this proposal with people in Red Wing indicates 
there will be great disappointment if SBA does not deliver on this loan. 

Redwood Falls (3,813).—Redwood Industries has capital of $6,000 which has 
been subscribed by about 60 shareholders. This money is available for the 
purchase of industrial sites for resale to industries which may want them. Thus 
far Redwood Industries has purchased a site for the Redwood Concrete Products 
Co. and resold it to them at cost. The development corporation has also given 
advice to other firms in the community. The mayor of Redwood Falls reports 
that officers of Redwood Industries are being criticized for not raising more 
money and using it for improving industrial sites and for the construction of new 
buildings. 

Rochester (29,885).—Industrial Opportunities was established by the chamber 
of commerce in Rochester as an aid in stimulating a declining economy in that 
city. Members of the chamber felt that a positive effort was needed to main- 
tain existing jobs and to create new job opportunities primarily for men. The 
famous medical facilities of Rochester have tended to create a lack of balance 
in employment opportunities favoring women over men. Industrial Opportunities 
was established to plan an industrial site that would be attractive to industry 
and to have funds available for the construction of buildings on a long term 
basis for industries with a good credit rating. About 450 shareholders have 
purchased $174,000 in this development corporation. 

Industrial Opportunities has obtained an option on a large portion of land 
northwest of the city which it is developing into an industrial area. It has also 
constructed a 50,000 square-foot building which it has leased to International 
Business Machines for a 10-year period for use as a training institution. A total 
sum of $480,000 is involved in this project, including a sprinkling system, a park- 
ing lot for 250 cars, sidewalks, landscaping and land. 

Rumor around Minnesota is that Industrial Opportunities was responsible 
for bringing International Business Machines to Rochester along with its 
$8,000,000 plant and its potential of thousands of workers. This rumor has little 
basis in fact. Eugene Haylett, manager of the chamber of comerce in Rochester 
and executive secretary of Industrial Opportunities, told the writer that Indus- 
trial Opportunities was only one of many groups working for getting IBM and 
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that IBM might well have come to Rochester without the existence of the devel- 
opment corporation at all. A letter from the president of IBM to an official of 
the Minneapolis Area Development Corp., published in the Minneapolis Sunday 
Tribune of January 12, 1958, explains why IBM came to Rochester. Industrial 
Opportunities as such is not mentioned. The two pertinent paragraphs of this 
letter are as follows: 

“When we set out 2 years ago to find a suitable location for a new plant con- 
venient to the great Midwest market, Rochester was one of a large number of 
areas we considered. Because of the character of the community, the fine schools, 
and hospitals, the excellent recreational opportunities in the area, and its acces- 
sibility to our markets, we selected Rochester, and our experience since has all 
served to confirm that we made the proper choice. 

From the time our survey team first arrived in Rochester, we have been given 
the very finest kind of cooperation and assistance in establishing ourselves there. 
Local and state governmental officials, as well as business leaders and civic 
groups, have gone out of their way to make us feel welcome and have helped us 
in many different ways.” 

Sacred Heart (745).—The Sacred Heart Building Corp. was established in 
1955 to raise funds for the construction of a building for Warner Manufacturing 
Co., makers of frost scrapers, paper hanging tools and other sundry products. 
About $25,000 was raised for this purpose from about 50 shareholders. The 
Warner Co. rents this building on a monthly basis and it is expected that the 
principal of the loan will be retired in 15 years. Twenty-five people are employed 
by this firm. 

Slayton (1,887).—Limit Products, Incorporated, of Slayton has $45,000 raised 
from the solicitation of 75 people invested in the building, inventory, and equip- 
ment of the Slayton Boat Works. Twelve people work for this firm. Officers of 
Limit Products hope to encourage other industry to come to Slayton and will try 
to raise more funds to assist when necessary. 

South Saint Paul (15,909).—Hight years ago a group of some 26 citizens, all 
members of the chamber of commerce, subscribed funds in amounts ranging 
from $100 to $2,500 each for the express purpose of purchasing a specific land 
area to be used for industrial development. The chamber of commerce con- 
tinues to act as the promotional agent even after a new corporation known as 
the Maltby Development Corp. was set up to handle the funds. Land has been 
purchased and, with the cooperation of the city, water line and sewer lines have 
been extended to or through the property, as have electric power and natural-gas 
lines. A wholesale distributing firm and a concrete pipe manufacturer have 
recently purchased sites in the area. The Maltby Development Corp. does not 
make loans to prospects nor does it construct buildings. It appears that in 
South St. Paul the major effort toward industrial development is in the cham- 
ber of commerce rather than in any local development corporation. 

Spring Valley (2,467).—Two years ago the Spring Valley Development Corp. 
was organized on a nonprofit basis. It has been sustained to this date by the 
voluntary contributions of a membership which totals 82 and has a net worth 
of $4,500. Thus far the development group has directly assisted only one com- 
pany in locating in Spring Valley. This is the Witte Transportation Co. for 
whom a site was acquired costing $1,000. The firm is paying back this amount; 
it employs 5 or 6 people. The president of this development corporation reports 
that this organization “has not been able to raise enough money, is being org- 
anized into a profit sharing company, stock has already been subscribed, and 
the new organization will be ready to do business within a couple of months.” 

St. Cloud (28,410).—There are two development corporations working for the 
development of new business in St. Cloud. The St. Cloud Development Co. was 
organized in 1947 and now has assets totaling about $50,000. This company 
owns 28 highways plots of land ranging in area from one-fourth to three-fourths 
of an acre. It also owns a 3-acre tract of land adjacent to the Great Northern 
Railroad and another piece of property along the Great Northern’s mainline, 
with 265 feet of frontage and 375 feet in depth. It possesses a piece of property 
along the Northern Pacific Railroad with 600 feet of frontage and 230 feet in 
depth. The company has constructed two factory buildings which are now oc- 
cupied, and a 6,000-square-foot building is under construction and will be avail- 
able for lease or sale. 

St. Cloud Opportunities was organized in 1955 to complement the activities of 
the St. Cloud Development Co. It will issue bonds and debentures for public 
sale, securing its funds by mortgage pledge or contractual lease. St. Cloud Op- 
portunities has 54 dues-paying members and is now working with a bond issue 
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to buy 182 acres of land from the Veterans’ Administration for establishing an 
industrial park. Fifty thousand dollars will be raised for this purpose through 
the sale of bonds due 10 years from date of issue and providing the payment of 
6 percent interest per annum. 

St. James (3,861).—The St. James Industrial Foundation was established in 
1955 as an agency for the selling of debentures by which a building might be 
eonstructed for a local food-processing plant which had outgrown its quarters. 
A $100,000 building was put up for the Tony Downs Food Co., a frozen meat-pie 
industry. The money invested is secured by mortgage. Tony Downs has ex- 
panded since this assistance was provided, and has constructed an additional 
building on its own. More than this, the Tony Downs operation has brought in a 
firm which manufactures aluminum pie plates in St. James and also an animal 
food operation making use of the byproducts of the Tony Downs plant. Tony 
Downs employs from 100 to 200 people, depending upon the season of the year. 

St. Peter (7,754).—The St. Peter Industrial Foundation was created in 1954 
and $11,000 was contributed by 89 shareholders for the purpose of buying an old 
building which had once been a brewery and was owned by Land O’ Lakes 
Creamery. The Donlen Manufacturing Co., an electronics firm, took over the 
building on a rental basis. In 1955 the development foundation sold bonds for 
$10,000 in order to enlarge and modernize the building, these funds secured by a 
mortgage on the building. The Donlen Co., at the same time spent $75,000 for 
new equipment. At the present time this firm employs almost 100 people. The 
total amount of money involved in stock of the development corporation and 
bonds which it has sold is now $25,400. 

Stillwater (7,674).—The Stillwater Development Corp. was organized last 
October and is composed of 284 shareholders. Sixty thousand dollars was raised 
the first morning of the drive for funds. This development corporation is in the 
process of moving a firm that employs 45 people to this city. When the writer 
visited Stillwater, the land had been purchased and the deal was almost com- 
pleted. 

Thief River Falls (6,926).—Jobs, Inc., of Thief River Falls, is a nonprofit 
organization with a membership of 200 and membership dues of $5. Jobs has 
managed to obtain one new industry for the city by arranging for a $15,000 loan 
to Dow Key Co., this loan secured by a chattel mortgage. It would appear from 
correspondence with this community that the loan is carried by a bank or some 
other financial institution and not in any way by the development group, the 
latter simply assisting in the negotiation of the loan. 

Tracy (3,020).—Tracy Enterprises was organized in 1953 and has capital of 
$12,500 supplied by 112 shareholders. This development corporation has built 
and leased a $25,000 fertilizer plant to the Midlands Cooperatives and has built 
and sold on a contract for deed a truck terminal for Hess Motor Express worth 
$35,000. Local banks have assisted in supplying capital beyond that available to 
Tracy Enterprises. Hess Motor Express sold out to another transportation 
firm, which is now not operating successfully in Tracy. The writer was told that 
this firm is in arrears on its monthly payments and that the development cor- 
poration may have to go to court to get compliance with its contract. There is 
some discouragement among citizens with this prospect. The secretary of Tracy 
Enterprises says that “we have not been able to raise enough money by selling 
common stock, but we believe more money can be raised when needed by issuing 
debentures or preferred stock.” 

Wabasha (2,468).—Wabasha Industries has purchased and remodeled a build- 
ing which is now leased to Foures, Inc., a firm which processes eggs. Funds for 
the project were secured from 31 people who subscribed the needed $11,700, a 
mortgage being given by Wabasha Industries as security for the loan. Foures 
has the building on a 5-year lease arrangement and employs 30 to 35 people in its 
operations. Wabasha Industries has also been helpful in getting two river boat 
repair and maintenance installations to establish in the community, though no 
funds of the development corporation were involved. 

Waconia (1,569).—Two clippings from the Waconia Patriot tell the story 
of developments in this community, the first from the issue of September 12 
and the second from the issue of October 10, 1957: 

“The community now has two incorporated organizations to assist its in- 
dustrial growth. The Waconia Improvement Association functions primarily 
as a promotional organization. It contacts all industries that are known to be 
seeking new locations for their manufacturing plants, and processes all inquiries 
for industrial locations in the community. This corporation has been very active 
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during the past year, and as late as this last week it has mailed many letters 
to organizations in the Twin Cities, giving information with respect to this 
community. It has also, through its officers, spent a number of hours in tele- 
phone conversation with the management of corporations seeking new sites. 
The second corporation is the recently formed Industries for Waconia, Inc. This 
corporation will erect and own the industrial buildings required by manufacturers 
moving to this town and will either lease the building to manufacturers on a 
straight lease arrangement, or with the option to purchase at a fixed price at 
any time during the extension of the lease. The lease payments will be designed 
to completely pay the cost of construction of the building, over a designated period 
of time. After the first building is complete and the payments are made to the 
corporation under the terms of a lease, these payments will be used to provide 
capital for the erection of further industrial buildings and for the purpose of 
repay ing the investors in the newly organized corporation.’ 

“Work was begun this week on the new industrial building with an area of 
25,000 square feet of floor space. * * * Twenty-four volunteer solicitors who 
have unbounded faith in the future progress of the community, armed with 
subscription receipts for common and preferred stocks in Industries for Waconia, 
Inc., are calling on people in the community and meeting with success in securing 
financial support from residents in the community to provide an industrial build- 
ing and payrolls for the community. Common stock has a par value of $10 per 
share. Preferred stock par value is $100 per share bearing 414 percent interest.” 

Wells (2,475).—The Wells Development Corp. was organized on April 23, 1957, 
and has secured its funds by the sale of membership certificates at $25 each to 
85 persons. Its major achievement to date has been assistance in getting the 
F. M. Stamper Co., poultry processors, to relocate in Wells. This firm operated 
a limited egy buying and poultry processing plant in Wells prior to December 
1956, at which time it left the community. Officials of the firm with headquarters 
in Missouri indicated that they would like to return to Wells if a certain parcel 
of land was made available at a reasonable price. The land could be purchased 
for $3,500 but the Stamper people through this was too much. The development 
corporation agreed to pay this price and then sold the property to the Stamper 
Co. for $2,000. The firm has since purchased a building which it rented upon 
its return to Wells. The F. M. Stamper Co. employs about 300 people and is 
engaged in the processing and canning of boneless chicken and turkey. The 
Wells Development Corp. has also been instrumental in getting another firm to 
promise to locate in that community this spring. 

Willmar (9,410).—Willmar Industries has capital of $21,500 contributed by 
about 100 shareholders. In 1953 the efforts of this development corporation 
made possible the raising of $25,000 for the construction of a building occupied 
by the Swanson Baking Co. More recently Willmar Industries has been respon- 
sible for acquiring a building which it leases to the Minnesota Poultry Products 
Co., a firm which buys feathers and processes them into feather meal. This de- 
velopment corporation also owns 82 acres of land for industrial expansion. 

Winona (25,031).—The Winona Industrial Development Association was or- 
ganized in 1950 to promote the growth of the city by acquiring land for new 
industries, purchasing buildings for lease or sale. About 85 contributors have 
supplied capital of $87,000 to this nonprofit corporation. With the help of bank 
loans which have run as high as $100,000, the Winona Industrial Development 
Association has accomplished the following: Provided a building for the Badger 
Foundry Co., which this firm purchased 5 years later; provided a building which 
was later purchased by the Winona Boxcraft Co.; arranged for a building and 
extra land needed by Neco Ordnance Corp.; handled negotiations for land ac- 
quired by National Can Refining Co.; constructed and sold a building under 
contract for deed to Plasti Industries—took back tis building in 1957 and leased 
it to another company; constructed an airplane hangar for Van’s Air Service 
which this firm purchased in 1957; handled negotiations for land needed by the 
Schultz Transit Co. The association makes small moving expense loans on a 
returnable basis over a 2- to 3-year period, but is not permitted to loan money 
for operating purposes. About 450 jobs have been created through the activities 
of this development corporation. 


The third item is a letter and memorandum from the Arkansas 
Business Development Corp., dated March 20, 1958, to Hon. Wright 
Patman, enclosing a 3-minute informal discussion with the Arkansas 
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Business Development Corp. on what it is and how it operates. 
(The documents are as follows :) 


ARKANSAS BUSINESS DEVELOPMENT CORPORATION, 
Little Rock, Ark., March 20, 1958. 
Hon. WrigHT PATMAN, 
United States Senate, 
Washington, D. C. 


DeaR SENATOR PATMAN: After reading with great interest through many pub- 
lications, your proposed hearing in regard to helping small businesses through 
the capital bank idea and the national investment company program, I think it 
highly important that you glance through the enclosed brochure on our company. 

We have approximately over 900 stockholders, and we just commenced busi- 
ness last fall. I think our views and suggestions would be of great benefit to 
you and the public. 

I would certainly appreciate hearing your comments in regard to our enclosed 
policy and purposes, and if there is any way that I can personally assist you in 
the development of a sound program to help small businesses, please do not 
hesitate to call upon me. 

Sincerely yours, 
ALAN C. Springer, President. 


A 3-MInvuTE INFORMAL DIscusSSION WiTH ARKANSAS BUSINESS 
DEVELOPMENT CoRP. 


Page 2. What is the Arkansas Business Development Corp. ? 

Page 3. Why is an Arkansas Business Development Corp. necessary ? 

Page 4. Where will the Arkansas Business Development Corp. get its money? 

Page 5. Why would an Arkansas citizen or a company want to become a 
member of the Arkansas Business Development Corp.? 

Page 6. Why would an Arkansas citizen or company want to buy stock in 
the Arkansas Business Development Corp.? 

Page 7. How can the Arkansas Business Development Corp. make money? 

Page 7. Executive board of directors. 

Page 8. Statewide advisory board of directors. 

Page 8. For additional information or service coupon. 

This pamphlet is not a representation, prospectus, or circular in respect of 
any stock or security, and is not transmitted in connection with any sale or 
offer to sell, or to induce any purchase of, any stock or security now or here- 
after to be issued. It has been prepared only to furnish information to pros- 
pective members and prospective borrowers and others interested in the borrow- 
ing and lending activities of the corporation. 


WHAT IS THE ARKANSAS BUSINESS DEVELOPMENT CORP.? 


The Arkansas Business Development Corp. is a private institution created by 
the citizens of Arkansas to fill the smaller firms’ need in Arkansas for business 
loans and industrial banking secured by management. 

In practice, similar development corporations in the United States have filled 
just these functions. 

The Arkansas Business Development Corp. will be privately owned, financed, 
and managed. No Government funds are entailed. Like any other private 
business undertaking it will aim toward and expect to make a profit. Its estab- 
lishment is the first of its kind in Arkansas. It will spread risks by investing 
funds raised from a broad group of Arkansas residents. 

The Arkansas Business Development Corp. will not compete with banks or 
other traditional financing institutions, but will supplement and support their 
activities. The corporation will grant no loan which a conventional credit 
source wants to handle. In practice in other States, banks and insurance com- 
panies and Federal agencies have participated with the development corpora- 
tions in many joint undertakings. 

The Arkansas Business Development Corp. should be able to operate profitably 
under today’s tax laws and yet meet the broad objectives of public policy which 
prompted its enactment. 
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WHY I8 THE ARKANSAS BUSINESS DEVELOPMENT CORP. NECESSARY ? 


The Arkansas Business Development Corp. gives home-owned private enter- 
prises a unique opportunity to meet a pressing industrial need. The corpora- 
tion’s function is to fill an existing gap in our credit mechanism—a gap that 
denies to perfectly sound enterprises an institution that will meet their needs 
for loans and management contracts, factory credit, or, in certain cases, equity 
financing. 

Smaller firms which lack long-established earnings records or a strong col- 
lateral position cannot, however well managed they may be, turn to traditional 
sources of credit to meet their needs for funds or management. Under existing 
tax rates they cannot accumulate sufficient funds from retained earnings to 
meet their needs. And the costs of flotation of large stock issues on the open 
market is prohibitive for small companies. 

But shortage of such funds will block the growth of a sound company. And it 
may destroy a company that becomes overextended in an attempt to keep up 
with its opportunities. Where, then, will this smaller firm find its working 
capital, its money for a new plant or for research to perfect its new product? 
And management guidance. 

The “term loans” of banks are almost invariably confined to well-known con- 
cerns with top credit ratings and long and well-established earnings records. It 
is not the business of banks to supply medium- or long-term credit in the form 
of loans. 

Savings bank deposits are close to a demand liability and the savings bank 
ean rarely lend for long term except on mortgages or where the bonds the bank 
buys are readily marketable. They cannot meet the need of the smaller Arkansas 
businesses. 

Life insurance companies have, to an increasing extent, used “direct place- 
ment” in lending 10—20-year money to corporations. But the nature of the insur- 
ance companies: trustee repsonsibilities confine their investment activities pretty 
well to demonstrably strong credit risks. There may be money for a well-es- 
tablished company but not for a tiny new company. 

The unique institution—the business development corporation—can meet the 
need for such funds and, it is believed, meet it profitably. 


WHERE WILL THE ARKANSAS BUSINESS DEVELOPMENT CORP. GET ITS MONEY? 


The Arkansas Business Development Corp. will borrow from individuals that 
become members of the corporation. It will also sell stock to the business com- 


munity. These moneys will be available to applicants on sound and realistic 
terms. 


WHY WOULD AN ARKANSAS CITIZEN OR COMPANY WANT TO BECOME A MEMBER OF 
THE ARKANSAS BUSINESS DEVELOPMENT CORP. ? 


There is an element of community service in becoming a stockholder of the 
Arkansas Business Development Corp. There is at least an equally powerful 
element of self-interest. It would, in fact, be hard to tell which is which. 

The Arkansas Business Development Corp, aims “to stimulate and assist in 
the expansion of all kinds of business activity which will tend to promote the 
business development and maintain the economic stability of the State and 
its citizens.” To the extent that it succeeds in its objective, the entire business 
community of the State gains, including its people. 

Experience in New England, and most especially in Massachusetts, which has 
the largest and most active development corporation, shows that the develop- 
ment corporation has proved to be a source of new and acceptable business to 
the financial community. In the simplest case, the existence of the corporation 
has started businessmen thinking about expansion. Some applications for loans 
from the corporation have been turned directly over to financial institutions 
of which the would-be borrower was unaware. In other cases, investigation 
by the development corporation of what had seemed to a bank to be a dubious 
prospect and the subsequent commitment by the corporation to lend has proved 
an adequate substitute to the bank for the usual collateral sum earnings record 


and the loan has been assumed by banks rather than the development corpora- 
tion. 
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The more normal case is that in which the businessman’s proposition is not 
acceptable to any single bank or insurance company, but proves to be acceptable 
to a combination of forces that includes the development corporation. 

The Massachusetts Business Development Corp., for example, reports as of 
mid-July that it has been involved in the financing of 16 new 1-story, general- 
purpose factory buildings. The total footage involved was 500,000 square 
feet, and the investment was $5 million. Of this, the Masschusetts Business 
Development Corp. provided $1.4 million, usually on second mortgages as trust 
deeds. The remainder was provided by banks and insurance companies and 
individuals. 

In addition to the gains that accrue from new and expanded business in the 
State, the members receive interest from the corporation for their loans to the 
corporation. 


WHY WOULD AN ARKANSAS CITIZEN OR COMPANY WANT TO BUY STOOK IN THE 
ARKANSAS BUSINESS DEVELOPMENT CORP. ? 


The same elements of self-interest and community service that will dictate 
membership in the corporation will dictate the purchase of the corporation’s 
stock. First, to the extent that the corporation is able to increase industrial 
activity, enhance payrolls, and sustain the well-being of the State, carriers, 
utilities, retailers, and manufacturers have much to gain by supporting it. 
The Massachusetts corporation in its 18 months of lending activity has been a 
eredit resource for firms with 6,000 employees and annual payrolls of $15 mil- 
lion. Then, in the long term, there is the possibility of both capital appreciation 
and dividends on the stock. 


HOW CAN THE ARKANSAS BUSINESS DEVELOPMENT CORP, MAKE MONEY ? 


The corporation will receive income from interest and discounts on its loans. 
Profits from sales of its equities, profits from helping local business and indus- 
tries develop into larger more profitable ones. Arkansas Business Develop- 
ment Corp. will also receive fees for professional management it subleases to 
secure and develop its Arkansas business activities. 


OFFICERS AND DIRECTORS 


Allan C. Springer, (president and director, Little Rock. Ed Worth Millwee, 
secretary-treasurer and director, Little Rock. John W. Clayton, Sr., insurance 
executive, Little Rock. Scott Duskin, accountant, Fayetteville. Julian C. James, 
business owner, Jonesboro. Dale D. Mahurin, radio executive, Little Rock. Mrs. 
A. M. Smith, credit manager, Little Rock. John Mumey, business and invest- 
ments, Fort Smith. Carroll Wharton, president, Financial Security Corp., Little 
Rock. 


The next item referred to is a statement from David A. Shapiro, 
executive secretary-treasurer, Texas Retail Jeweler’s Association, 
Dallas, Tex., dated November 23, 1957, to Representative Wright 
Patman, C hairman, House Small Business Committee, regarding the 
need for additional facilities for financing small business. 

(The statement is as follows :) 


Texas RETAIL JEWELERS ASSOCIATION, 
DALtas, TEx., November 26, 1957. 
Representative WRIGHT PATMAN, 
Chairman, House Small Business Committee, 
Congress of the United States, 
House of Representatives, Washington, D. C. 

Dear Sire: Here are my comments for inclusion in the hearings on the 
“Financing Problems and Small Business.” 

In assisting small stores continuously for over 2 years in the southwestern 
section of the Nation as former executive secretary of the Texas Retail Dry 
Goods Association and now as executive secretary of the Texas Retail Jewelers 
Association, it has been my observation that private financing institutions are 
not adequately serving the small business. I thought that the limited loan par- 
ticipation plan of the Small Business Administration would adequately serve to 
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fill the needs of small retailers. However, the program is handicapped for 
two reasons: 

1. The limited loan participation plan loans are dependent on bank coopera- 
tion and, in most cases, the banks will not tell people of the limited loan partici- 
pation plan or help them obtain such a loan. 

2. The program has never been given enough publicity to get the limited loan 
participation plan story to small retailers. 

The attitude of the banking business, which makes it difficult for retailers and 
other small-business people to obtain this type loan, is not consistent with any 
policies that would keep our small business men in business. Many of us in 
the association field have tried to give the program additional publicity. Even 
though I write for several retail publications my efforts and those of a few other 
individuals are not enough. 

Please bear in mind that I have reference to really small businesses—retail 
stores whose gross sales for a year are less than $250,000. It is the small, small 
retailer who really needs help. 

Respectfully. 

Davin A. SHAPIRO, 
Executive Secretary-Treasurer. 


The next item is a research report made during October 1957 by 
Lewis E. Davids, research economist, industrial economics research, 
the Texas A. and M. College, College Station, Tex., on the subject 
Financing Small Manufacturing Ventures in Texas. 

(The report is as follows :) 


FINANCING SMALL MANUFACTURING VENTURES 
IN TEXAS 


(By Lewis EB. Davids, research economist, industrial economics research ) 


Resgarcu Report No. 62, Ocrosper 1957 
THE TEXAS A. & M. COLLEGE SYSTEM 
M. T. Harrington, president 
TEXAS ENGINEERING EXPERIMENT STATION 


John C. Calhoun, Jr., director ; Fred J. Benson, vice director ; 
Louis J. Horn, supervisor of publications 


COLLEGE STATION, TEX. 
ACKNOWLEDGEMENT 


The author is indebted to the following for help and cooperation with the 
study: L. 8S. Paine, research economic, R. H. Thompson, assistant research econo- 
mist, and J. W. Tippit, assistant research economist, Texas Engineering Experi- 
ment Station; the Texas Employment Commission; Dun & Bradstreet, Inc.; 
David R. Fitch, professor of finance, division of business administration, A. & M. 
College of Texas; the college students who conducted interviews; and the survey 
participants. 

FOREWORD 


A distress frequently experienced in industrial development is that of a newly 
established manufacturing plant of seemingly good potentialities going out of 
business after only a brief period of operations. The failure leaves financial 
losses that reach beyond the industry’s own doors and into the community that 
ventured with it. 

The causes for failure mostly are those of inappropriate and inadequate fi- 
nancing. These facts revealed themselves in a survey of how capital is acquired 
for small manufacturing ventures in Texas. The detailed results of the survey 
are contained in this publication along with considerable guidance material on 
determining financing needed and how and where to obtain it. 
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It is hoped those concerned with financing manufacturing ventures will avail 
themselves of this information that is published for their convenience. 


FINANCING SMALL MANUFACTURING VENTURES IN TEXAS 


This report presents the results of a survey of financing techniques that 
small Texas manufacturers employed in establishing in their present form dur- 
ing the 1950°’s. It shows that in the aggregate three-fourths of the capital is 
in the form of equity and that one-fourth is debt. The debt is mostly due banks 
and was acquired at a modal interest rate of 6 to 6% percent. However, more 
recently financed companies are paying higher rates. 

Ninety percent of all the responding manufacturers had a capitalizetion of 
less than $100,000 and 3 out of 4 had less than $50,000 capital. One out of four 
manufacturers indicated they performed more functions than manufacturing. 
Fewer than 4 out of 10 made a profit in less than 4 months after beginning 
operations and over one-quarter had losses for a year or more. Factor financing 
was used by 6 percent of the respondents. One out of ten manufacturers re- 
ceived financial help or assistance from their landlord. Only 1 in 20 used 
“business opportunity” advertisements for financial aid. No respondents received 
financial help from unions. One in twenty-five used warehouse receipts to help 
their fiancial situation. Seven percent received indirect financial help from 
municipal or civic agencies. Bankers provided the best external source of 
financial information. 

As a result of the findings by interview and questionnaire it was apparent 
that the rather small manufacturer had not approached his initial financing 
problem armed with the best tools for presenting his financial needs or position : 
for that reason in part II of this report are included models and examples of 
material the prospective manufacturer should include in his presentation or 
prospectus. These include such common items as profit and loss statements, 
balance sheets, organizational charts, and data sheets, as well as lesser known 
but essential documents such as cash budgets and cash-flow sheets. 


Part I 
INTRODUCTION 


One of the major stumbling blocks in successfully establishing a new busi- 
ness is the raising of adequate capital. Because of increasing industrialization 
in recent years, acquiring necessary financing has become a somewhat more 
serious problem in the Southwest, including Texas, than in other areas of the 
United States. However, it is a symptom of growth rather than regression. 
Since the Southwest region is growing at a faster rate than some of the other 
sections of the country, the provision of sufficient capital has, in turn, achieved 
increasing importance, so that this rate of growth may be maintained.’ 

Close to 1 out of 5 of existing smaller businesses will have discontinued op- 
erations by the end of the year. The mortality of operations of small new manu- 
facturers is substantially higher. Lack of experience is given as the major 
cause of failure, with lack of adequate starting capital as the next most im- 
portant reason. In “lack of experience” is included need for (a) knowledge of 
buying, (b) knowledge of product, (c) knowledge of how to get customers, and 
(d) knowledge of the handling of finance.’ 

This study, with emphasis on finance, deals with these two broad pitfalls con- 
fronting manufacturers. It determines how, where, and at what cost initial 
financing was obtained. It reveals that a sizeable proportion of new manufac- 
turers did not judge their financial needs accurately. As a result of the re- 
search into the problem certain financial techniques and procedures are recom- 
mended. These steps, if applied by manufacturers, should materially reduce 
their mortality rate and help them plan their financial program with greater per- 
ception of operational needs. 

Large scale businesses can afford and do obtain the services of experts to give 
them counsel on their problems of starting operations, and for such reasons do 
not experience as high a mortality rate as do small firms. The small manufac- 
turer in many cases believes he cannot afford such experts, though his need 
for their advice is as great as or greater than that of the large company. 


1The Seventh Semiannual Report, Small Business Administration, February 27. 1957. 


i 
' 2 Pitfalls in Managing a Small Business, Dun & Bradstreet, Inc., 1956, p. 5. 
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By following the suggested steps included in part II of this report, and through 
observing how recently formed small manufacturers have financed, and their ex- 
periences as developed in part I, a prospective small manufacturer may avoid 
many of the financial pitfalls, or if not avoiding them, at least provide reserves 
to meet such contingencies, In this way the small manufacturer reduces the 
probability of failure and becomes an increasingly important force in the econ- 
omy of his area through provision of employment opportunities and the produc- 
tion of needed goods. As such he will also provide himself with profits of a 
monetary nature besides the less material but nonetheless important rewards of 
business success and the contribution that success makes to the general economy, 





Ficure 1. Banks are frequently sources of capital for manufacturing ventures 
in Texas. 


PROCEDURE 


The procedure involved first the decision to survey by mail and personal 
interview as many of the new manufacturers in Texas as was possible. To 
do this, three basic sources of information were utilized. These were: (1) a 
Texas governmental agency’s Report on New Establishments and Industries 
from July 1957 back through January 1953, (2) the 1953-57 copies of the Texas 
State Edition of the Dun & Bradstreet, Inc., Reference Book, and (3) the 
chambers of commerce of several of the cities as well as telephone listings and 
directories of utility connections of manufacturing establishments. 

These listings were edited to eliminate known subsidiaries of national com- 
panies that were completely financed by their parent. However, the editing 
did not eliminate Texas plants of national or out-of-State companies that were 
financed in whole or part in Texas, 

The mailing list obtained from the State agency numbered 540 companies for 
the period covered. Over 200 names of new manufacturers were added to this 
original list by utilization of the Dun & Bradstreet, chamber of commerce, and 
utilities listings. 

A random sample of new manufacturers was chosen for pretesting the ques- 
tionnaire. More than 100 personal interviews were made with top manage- 
ment of these firms by industrial economists of the Texas Engineering Px- 
periment Station and students of statistics and/or corporation finance at A. & M. 
College of Texas. Of the approximately 650 mail and over 100 personal inter- 
views, 100 usable responses were sufficiently complete and utilizable for statisti- 
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eal tabulation. Written comments were made by the interviewers on those 
questions which required added detail or clarification. Because of the length 
and complexity of the questionnaire, the response to both mail and personal 
interview is considered to be quite high. 

No outside cross-checking of statements made or given by the interviewee 
was attempted; however, where some of the answers of a questionnaire con- 
flicted with control questions, the entire questionnaire was removed if the error 
could not be explained. 

The definition of “small manufacturing” as used here is somewhat more limited 
than the definitions used by some other agencies. For example, the Atomic En- 
ergy Commission has partly defined a “small business” as one employing less than 
500 persons; the Small Business Administration has recently used employment 
of less than 250 persons as a criterion, The Small Business Committee of the In- 
vestment Bankers uses in its definition annual sales of less than $1,000,000 and an- 
nual earnings before taxes not in excess of $150,000. “Small manufacturing” as 
used in this study in terms of sales and earnings corresponds to the Investment 
Bankers’ definition, and in terms of number of employees, it follows the revised 
definition of the Small Business Administration. The Standard Industrial Clas- 
sification Manual, Volume I, Manufacturing Industries, Part I, “Titles and 
Descriptions of Industries,” as prepared by the Technical Committee on Industrial 
Classification Division of Statistical Standards was used to segregate the various 
types of manufacturing. 

THE SURVEY FINDINGS 


An analysis of the information pertaining to the amount of problems of financ- 
ing as submitted by the 100 responding small manufacturers is presented in the 
following pages. No attempt is made to explain individual situations; the facts 
speak for themselves. It is believed that the potential entrepreneur will profit 
from the mistakes of others if they are called to his attention. 


CLASSIFICATION OF BUSINESS 


In general, business may be broadly classified into five groups—retail, whole- 
sale, manufacture, extraction, or service. The Standard Industrial Classification 
outline was followed in selecting manufacturing firms for the finance study. 

Inasmuch as manufacturers often engage in other economic activities such as 
wholesaling and retailing the interviewed firms were asked if they did so. This 
was done because additional activities are related to captial needs. Of the 100 
firms whose responses were utilized 61 per cent indicated that their operations 
were restricted to manufacturing while the rest advised that they engaged in 
one or more additional activities as indicated by Table 1. 

It will be noted in nearby Table 1 that one-fourth of the responding small manu- 
facturers classified themselves as partic ipating in more than one type of business, 
even though only one of the responding sample was officially classified as perform- 
ing more than one function. 


TABLE 1.—Classification of activity of respondents 
Percent 
Considered operation as only manufacturing_- : _ 61 
Considered operation as manufacturing and 1 other function__. 21 
Considered operation as manufacturing and 2 other functions __- 3 
Considered operation as manufacturing and 3 other functions eae 3 
Responses that did not classify business as manufacturing __-_- 


Total respondents 


Some 15 percent stated they performed wholesaling functions, 12 percent 
performed retailing functions, 9 percent service functions, and 1 percent extrac- 
tive functions in addition to their major function of manufacturing. 

Three percent of the sample engaged in four of the above functions, including 
manufacturing, another three percent engaged in three functions and twenty-one 
percent engaged in two functions. 

Of particular interest is the fact that twelve percent did not consider them- 
selves to be manufacturers though they had been designated as such by either 
Standard Industrial Classification of Dun and Bradstreet, Inc., or the Standard 
Industrial Classification of an official agency of Texas. This may be dne to their 
method of classification rather than any indication-of error. 
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YEARS RESPONDENTS STARTRR OPERATIONS 


Each responding firm was asked to state the year of actual start of operation. 
Table 2 in content shows the answers as percentage of total respondents. 

An analysis of the responding sample indicates that about 10 percent of the 
companies reported they started operations before 1952 and a cumulative total 
of 17 percent during or before 1952 according to their own interpretation of the 
phrase “year of actual operation.” In considering the above apparent incon- 
sistency, recognition must again be given to such problems as how to describe 
such situations as a company that starts as a part-time activity and gradually 
builds up to a point of full time operation, or incorporates, or moves and/or at 
the same time expands, or is the outgrowth of a similar or parent function. In 
viewing the year of origin it would appear that less than one out of five of the 
interviewed Texas manufacturers claimed to have been in operation before they 
were officially reported as starting a new business in the present form and place. 
This is the result of change of ownership, location, form of organizational struc- 
ture, and expansion. Existing statistics on “new businesses and discontinued 
businesses” may as a result include a bias of up to twenty percent. 






UNDER $ 5000 


$ 100,000 — OVER 
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$50,000 — 99,999 
$ 10,000 — 19,999 . 










$ 20,000— 49,999 


FIGURE 2. Initial starting capital of the sampled small new Texas manufacturers. 
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TABLE 2.—Olassificatton of time of actual start of operation 
Years: 
To July 1— Percent 


Total respondents 


TABLE 3.—Period of time respondent Texas manufacturers operated at a loss 





| 


Respond-| Cumu- |/Respond-| Cumu- 
ents, lative, ents, lative, 
percent percent percent | percent 





ae Aes 7 to 12 months__________- ; 18% 
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2 or more years. 


It would appear that the before mentioned situations would have a tend- 
ency to vary the financial requirements. A growth from part-time or subsidiary 
manufacturing would permit the evolutionary working out of many of the 
financing problems by gradual adaptation. A “spin off’ by a parent organization 
would also minimize the financing problem since in most small manufacturing 
cases a company would not be completely on its own. 


INITIAL STARTING CAPITAL 


The survey indicates that almost one out of every four manufacturers in 
the sample had a capital of less than $5,000, and 61 percent had less than 
$10,000 starting capital. The Reference Book of Dun and Bradstreet, Inc., lists 
about 2,650,000 businesses in the United States and half of these are worth less 
than $10,000. It may thus be broadly concluded that new Texas small manu- 
facturers tend to be somewhat smaller in capitalization than concerns represented 
by the national figures. This may be explained in part by the lower costs of 
labor and construction in Texas. 

The initial starting capital of the respondent manufacturing companies is 
shown in Figure 2. 

It should be recognized that certain factors such as rent and lease as com- 
pared to purchase of buildings could easily require a change in the capital. 


PROFIT EXPERIENCE OF RESPONDENTS 


Less than four out of ten of the new Texas manufacturers showed a profit 
in under four months operation; further, eighty-four percent had losses for 
periods of time ranging from one month through several years. In some inter- 
viewed cases the manufacturers had not shown a profit even after several years. 
Over one-fourth had initial losses for a year or more. Companies whose operating 
costs had been underestimated tended to operate at a loss for periods relative to 
their underestimation. The greater the underestimation the longer the loss 
period. 

Table 3 indicates the period of time the surveyed new manufacturers in Texas 
stated they operated at a loss prior to breaking even or showing a profit. 

It is true that the extent of losses can be a very significant factor in conjunc- 
tion with the period of operation. Two-thirds of the surveyed manufacturers 
stated they underestimated their operation costs: almost one in ten, by 50 or 
more percent; another one in ten underestimated by 25-49 percent; and 46 per- 
cent underestimated by 0-24 percent. 

Many financial authorities agree that it is not typical for a new company to 
initially show a profit. This naturally should be taken into consideration by a 
new manufacturer in trying to establish the initial amount of capital that will 
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be needed by the company. By providing a reserve to carry over through the loss 
period one can better insure continuing success for a venture. 

It is generally true that the more complex the operation, the longer is the period 
needed to get into profitable production and qualitative factors would have a 
bearing on the case. Another factor to consider is the different year the com- 
panies started, still, almost one in ten reported losses for two or more years. 


SOURCES OF CAPITAL 


The major sources of initial capital for businesses include personal savings, 
banks, friends and relatives, and assorted financial institutions. Besides the 
before-mentioned sources, when a business is incorporated it may obtain funds 
from sale of stock and bonds as well as receive financial aid from foundations. 
Figure 3 shows that in the aggregate three-quarters of the initial capital of re- 
sponding firms was in the form of equity and one-quarter was in debt. It also 
shows that over half of the capital was in the form of personal savings of the 
founders of the firm and that twenty-two percent was obtained from sale of 
capital stock. Banks were the source of seventeen percent of the capital, with 
friends and foundations accounting for two percent each. Relatives contributed 
one percent of the initial capital. 

The above figure shows the overall financing of the respondents, with a weight 
of one applied to each company regardless of size. If weighted for size the figures 
such as capital stock would be higher. 
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Figure 3. Where the small new Texas manufacturers obtained starting capital. 


SIZE OF FIRMS AND SOURCES OF CAPITAL 


Information supplied by the firms covered by the survey indicated that size, 
as measured by capital, had little relation to source of finance. As indicated by 
Table 4 equity capital in the form of personal savings and capital stock ranged 
from 56 to 84 percent of total capital. The larger firms apparently were able to 
secure financial backing from sources which were not available to small com- 
panies. Banks supplied from 15 to 25 percent of the capital reported. 

The small new Texas manufacturers with capital of under $5,000 do not use 
the corporate form, and only rarely do manufacturers under $10,000 find it of 
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sufficient value to incorporate and issue stock. Above $10,000 initial capital sale 
of stock provides from one-seventh to one-third of the entire capitalization for 
the manufacturers. Bonds are insignificant in the capitalization. 


TABLE 4.—Where small new Texas manufacturers obtained initial capital 


[In percentage] 


Under $5,000 to $10,000 to | $20,000 to | $50,000 to $100,000 

$5,000 $9,999 $19,999 $49,999 | $99,999 and over 
Personal savings 66 78 54 44 36 41 
Capital] stock _._-..-- a 6 23 37 36 15 
Friends 7 (') 4 () (!) 2 
Relatives ; 2 2 (‘) | (4) (1) 1 
Banks _- 25 15 18 16 16 16 
Foundations _. ; a : 12 ] 
Others ; ede : 3 | x a | 


1 Less than 1 percent. 
2 The characteristics of this column may be unrepresentative. Several responses indicated special financ- 
ing such as via parent companies, Small Business Administration, etc. 


The preceding Table 4 may be of value to the prospective new manufacturer 
in that it permits him to visualize how recently formed companies have financed. 
With an appreciation of such factors one can judge the probabilities of his own 
situation against the known performance of others. Naturally the exact per- 
centages will vary from company to company and type of manufacturing; they 
nonetheless indicate in a general way certain basic situations and trends in 
financing of manufacturers. 


LEGAL FORM OF ORGANIZATION AND SOURCE OF CAPITAL 


The legal form of organization had little relation to the source of capital se- 
cured by proprietors and partnerships covered in the survey. The same sources 
were used and in nearly the same proportion—personal savings accounting for 
75 percent of the capital secured by proprietors and 70 percent by partnerships. 
Even in the case of corporations personal savings accounted for 41 percent -of 
the starting capital, while capital stock and foundations supplied 35 percent. 
The distribution of sources is indicated by Figure 4. If it is recognized that 
capital stock is equity, the equity to debt relationships of all types of legal or- 
ganizations of the survey were remarkably similar. 

While corporations are legally permitted to issue bonds the survey indicates 
that this potential type was not used. The less common types of corporate 
financing such as preferred stock and income bonds too were not utilized by the 
respondents. 





80 


70 


60 


50 


40 


20 


I 
of. 
Ogi 
me! 
fun 
nes 
sur 
fre 
gen 
end 
the 
I 
and 
loal 
the 
are 
whi 
Ace 


PROBLEMS OF SMALL-BUSINESS FINANCING 


qr 
=I 
or 


RELATIVES 1% 
FRIENDS 4% 


























RELATIVES 2% 
FRIENDS 4% 


RELATIVES 1% 
FOUNDATIONS 2% 
FRIENDS 2% 


OTHERS 5% 






BANKS 20 % 


BANKS 16% 


80 BANKS 24% 


70 





: CAPITAL 

50 PERSONAL STOCK 
SAVINGS 33% 
75% 
PERSONAL 
40 SAVINGS 
70 % 
%” 
PERSONAL 

20 SAVINGS 


41% 


PROPRIETOR PARTNERSHIP CORPORATION 


Ficure 4. Where small new Texas manufacturers obtain initial financing in 
percent of total capital. 


BANKS 


Bank loans typically range in amount from one-tenth to one-fifth of the capital 
of concerns covered in this investigation. Certain considerations should be rec- 
ognized in evaluating bank loans as sources of capital. In the first place, com- 
mercial banks are not supposed to be sources of permanent-fixed capital. They 
function more in the category of providing circulating short-term funds for busi- 
nesses, and loans are mostly self liquidating within a year. However, in this 
survey over one in four loans had a longer maturity and renewed loans were 
frequently made. Borrowing from banks by the new Texas manufacturer was 
generally on a secured basis and more than one in five of the notes were co- 
endorsed. This high ratio of secured and co-endorsed loans reflects the fact that 
the credit of others is an important factor in the granting of loans. 

In recent months much has been said and written about “tight money.” People 
and companies that previously were able under similar circumstances to obtain 
loans in some cases are unable to obtain financing under any legal rates from 
their banks simply because the banks do not have funds to lend. Naturally banks 
are more willing to accommodate well established and well known accounts on 
which there is little risk compared with taking on new, untried, and unproven 
accounts. 
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TaBLE 5.—Rates of interest paid by small Texas manufacturers 
(1952 to June 1957) 


Percent of 


respondents 
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Interest rates 

Interest rates paid by the small Texas manufacturers who were surveyed are 
indicated in Table 5. The modal interest rate, that is, the rate which occurs 
oftenest, was between 6 and 6% percent, yet the median interest rate was be- 
tween 5 and 540 percent. The lack of a normal distribution in this case may be 
attributed to a “stickiness” of the interest rate pattern charged by banks. One 
other factor should be brought out and that is that nearby Table 5 shows the 
rate of interest that was paid by small manufacturers at the time they borrowed. 
An analysis of the responses by year of formation indicates that loans in the last 
two years have been made at typically higher rates and small manufacturers 
loans made since 1955 have preponderantly been in the 6 to 649 percent range. 
Details are shown in Table 5. 

How much an individual manufacturer has to pay for a short term loan will 
vary with several factors including the prevailing prime interest rate in the 
market,the degree of risk associated with the loan, and also whether the loan 
is secured or endorsed. As a general rule the larger the loan the lower the 
interest rate. This does not indicate a cause and effect relationship but rather 
that only the strong, well established firm can borrow the large amounts. The 
degree to which this has general application is suggested by Table 6 which shows 
interest rates by size of loan in the South and West. 


TaBLe 6.—Bank interest rates on short-term business loans, 11 southern and 
western cities 


Size of loan in thousands of dollars 





| | over 
| 


“| 
| All loans 1-10 | 10-100 | 100-200 | 200 and 
| 


Interest rates, percent per annum 


1956—June..._- si al 4. 38 | 5. 23 | 1.71 4. 42 | 4.15 
September._-. ; sailed ; 4. 53 | 5. 29 | 4.85 4. 54 | 4. 32 
December-..__.-- ee o 4. 58 | 5. 35 4. 90 4. 66 | 4. 35 

1957—March...--- Subs cavbatebwhkestebenl 4. 60 | 5. 42 | 4.96 | 4. 64 4. 35 


Source: Federal Reserve Bulletin, June 1957, p. 675. 


Table 6, of which columns three and four are especially appropriate for this 
study, clearly indicates that the cost of money in the form of interest on bank 
loans is lower on the large loan than on the small. It does not show the rejection 
of applications for loans which is higher for the small and new borrowing firm 
than it is for the older and larger business with established lines of bank credit. 
Clearly, the small new business will generally have a more difficult time and pay 
higher for a bank loan than older and bigger companies; this is logically explain 
able on the basis of risk and the fact that the overhead costs of processing a large 
loan application are not materially higher than the cost of handling a small 
application. 

Another problem associated with small new business loans is the differential 
rate that exists between the bigger city and the small towns. In most cases the 
businessman finds the rate of interest lower in the bigger cities than the towns. 
While these differentials do exist in most cases the applicant for a loan is more 
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concerned with his ability to get a loan and only secondarily concerned with the 
rate of interest. 


Period of loan 


The survey showed that two out of every three loans were amortized periodi- 
cally and that slightly more than half the loans were written on a renewable 
basis, but one-third of the loans that were not in theory renewable actually were 
renewed. The latter statement is subject to two different interpretations; one is 
that the banker has a tacit prior understanding with the borrower that for 
“window dressing” purposes a nonrenewable loan would be made but it would 
later be renewed if so desired. The other interpretation is that it was the intent 
of the borrower and lender to make a nonrenewable loan but when the loan ma- 
tured the lender did not have the ability to repay and for this reason the loan 
was renewed with the hope that with time would also come profits and liquida- 
tion of the loan. In either event the fact that one in three nonrenewable loans 
actually were renewed indicated the prevalence of this practice. 

Not one of the respondents indicated that their banks required the maintenance 
of a compensatory balance for their loan. Whether this is attributable to the 
newness of the loans, their smallness of size, or other reason is a matter of con- 
jecture. 

In response to the questionnaire respondents indicated that about forty percent 
of the bank loans were from 30-90 days, thirty percent were from six months to 
a year, and twenty-seven percent for over a year. The remainder appear to 
have had no fixed maturity and were callable at the option of the bank. 


FACTORING COMPANIES 


Slightly more than six percent of the new Texas manufacturers used factors 
for financial assistance. The nature of the factors’ method of operation nor- 
mally precludes them from being an important source of initial financing since 
they purchase or, as is becoming increasingly common, lend on accounts receiv- 
able. Accounts receivable would not develop until sales of produced goods were 
made; however, the extent of utilization of factors becomes of greater interest 
when recognition is made of the fact that their area of operation is popularly 
associated with the textile field. In recent years their activity has spread and 
responding manufacturers who used factors represented such diverse manufac- 
turing activity as footwear, aircraft parts, furniture, printing, food preparation, 
and scientific instruments. 

While this report is primarily concerned with initial financing rather than 
working capital financing, there is difficulty in providing a clear-cut distinction 
in the sense that initial financing should have provided sufficient resources or 
reserves to enable the manufacturer to collect his accounts in a normal and 
more economical way. The fact that six percent of the manufacturers sold or 
borrowed on their accounts receivable would indicate inadequate initial financing 
or such rapid growth that their sales increased faster than their ability to finance 
them out of savings or bank accommodations. 

A slightly larger proportion of the respondents sold their accounts on a non- 
recourse basis than used a recourse basis. This would indicate a continuing 
trend in factoring from what was almost exclusively a nonrecourse basis to a 
greater degree of use of a recourse basis. 

A little more than two percent of the responding manufacturers solicited 
financial accommodations from factors but were rejected. A large number, 86 
percent, indicated they had either not solicited financial assistance from factors 
or that they did not consider that factors financing was applicable to their type 
of operation. 

It would probably be uneconomic for the extremely small manufacturer to 
attempt to finance through factors but, considering that eighty-six percent of 
respondents did not indicate solicitation of factors, it would appear that some of 
the new manufacturers did not know of this source of capital. 


LANDLORDS 


One out of every ten responding manufacturers found that their landlord 
would provide some financial assistance. Three percent permitted a period of 
rent-free occupancy, while four per cent were granted a graduated rent, another 
three per cent of the manufacturers’ landlords were willing to take a share of 
the rent in stock or notes. However, ninety per cent responded that any of the 
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above techniques were not applicable. It is entirely possible that some of the 
responding new manufacturers answered this question with a “not applicable” 
response when in practice they did not consider the possibiilty of such help. 


BUSINESS OPPORTUNITY ADVERTISEMENTS 


Five per cent of responding Texas manufacturers used “business opportunity” 
advertisements in newspapers and trade journals in seeking financial assistance. 
Four-fifths of these were successful in obtaining financial aid through this me- 
dium. However, the large majority of 93 per cent did not even consider this 
source or considered it not appropriate or applicable to their situation. 


LABOR GROUPS 


In some states labor unions have on rare occasions been the source of financial 
help to manufacturers. In view of this and the recognition of their growth in 
wealth due to the operation of pension funds the survey included a question as 
to what help in financing they provided. None of the respondents indicated that 
the unions were of financial assistance. 


WAREHOUSE RECEIPTS 


Some four per cent of the responding small Texas manufacturers utilized 
warehouse receipts as a means of financial aid. About twice that number in- 
vestigated the use of this form of financing but did not find this type of financ- 
ing applicable to their operation and about three out of every four did not con- 
sider this type of financing. ‘Warehouse receipts, like the use of factors, are 
generally associated with working capital financing rather than initial financ- 
ing, but to the extent that they are utilized they may provide a lower need for 
initial financing in the sense that less original funds will be tied up in inventory. 
It would appear from the responses that the warehouse receipts are more to be 
associated with manufacturers that have a stronger seasonal production factor 
and a product identifiability, such as serial numbers. 


MUNICIPAL OR CIVIC AGENCIES’ FINANCIAL AID 


Slightly over seven per cent of the respondents stated that municipal or civic 
agencies provided some indirect financial assistance. The help ranged from gifts 
of land to provision of such facilities as roads, disposal of waste, etc. It is diffi- 
cult to fully evaluate this area of help in a qualitative way except to appreciate 
that without such help the manufacturer would be confronted with expenses 
to provide the service himself and thus increase his need for capital. As a result 
of the interviews it would appear that in this area indirect financial aid could 
have been higher since ninety-two per cent did not even consider this type of 
help as being applicable to their financing. There is an indication that the 
smaller communities are more inclined to provide help of this type than the 
larger cities, at least insofar as small manufacturers are concerned. 


SOURCE OF INFORMATION ON FINANCING 


An attempt to find out what sources were considered as best in providing 
financial information by the respondents is quite revealing. A forced rating 
technique was utilized whereby the two best sources were checked in a list of 
fifteen sources. The individual could also list any other sources that were 
helpful in providing financial information. Rearranged in descending order of 
importance, they are listed with their relative percentage of responses in Table 7. 


TABLE 7.—Respondents evaluation of their best sources of information on 
financing 


Percent Percent 
Own experience... se ne NN so are ek a 2 
el cat 31} Dun & Bradstreet, Ine__---____ 1 
Existing establishments and friends Trade associations in industry__... 1 

pene Hesuetry 2 11} The U. S. Department of Com- 

Friends and relatives______-_---~-~_ 7 Oy SS Se a a 1 
Small Business Administration___ 5} All other (accountant) .--...___ 1 
Supplier of material__.___.._---~- 4 ee 
Chamber of commerce_____----~-- 3 IRONING san Siead bnce testo ceearsuthnsinag atario tet 100 
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The important factor to retain is that Table 7 portrays the opinion of the re- 
spondents and probably indicates their actual experience and does not indicate 
what sources of information could have, if utilized, provided valuable help and 
advice. Among those sources that were listed on the questionnaire that could 
have provided information but were not rated as being utilized were manage- 
ment consultants, investment bankers, universities, and books and pamphlets. 
Accountants were not actually listed on the questionnaire among the fifteen 
sources, but did receive a “write in” response of one per cent. There appears to 
be some correlation between the sources of information on financing and the 
actual source of financing. 

Of some academic interest would be the question of how one-third of the infor- 
mation could originate from the entrepreneur’s own experience if the experience 
is confined in the sense that typically the new manufacturer does not make a 
practice of financing new companies. Further, may not such a response be an 
indication of lack of inquiry into sources of information since among financial 
authorities undoubtedly a different evaluation of sources would have emerged? 
The low or zero responses of respondents to such acknowledged authorities as 
Dun and Bradstreet, Inc.; lawyers, accountants, trade associations, manage- 
ment consultants, universities, and the U. S. Department of Commerce would 
indicate that in many cases valuable sources are overlooked by the prospective 
new manufacturer. 

The rather high response of acknowledgement of Small Business Administra- 
tion advice is noteworthy when consideration is given to the fact that it was only 
formed in 1953 and has only two offices in Texas, one in Houston and the other 
in Dallas. Here again there appears to be a correlation between financial ad- 
vice and actual financial aid since the same approximate percentage of re- 
spondents indicated financial aid from S. B. A. as indicated information on 
finance. 

RELATIONSHIP OF COMPANIES AND THEIR CREDIT RATING 


It was conjectured that there might be some financial relationship between 
the new small manufacturers in Texas and their credit rating. In this respect 
it is desirable to quote a statement of the credit agency used. “The absence of a 
rating, whether as to estimated financial strength or as to credit appraisal . . . is 
not to be construed as unfavorable but signifies circumstances difficult to classify 
within condensed rating symbols. . .” 

The analysis of the July 1957 State Edition Reference Book indicated that 
58 per cent of the respondents nonetheless were actually classified with a rating, 
ranging from a low of 40 per cent of the sample for companies organized in 1957, 
50 per cent in 1956, 43 per cent in 1955, 54 per cent in 1954, 68 per cent in 1953, 
54 per cent in 1952, and 100 per cent of firms prior to 1952. (The lack of a rating 
does not indicate that the credit agency has not listed a firm.) 

The inference of these figures would be that during the first year of a new 
manufacturer’s operation it is difficult to obtain adequate information to classify 
the majority of the companies by assigning a credit rating. However, at the 
end of two years the majority of companies have sufficiently demonstrated their 
performance by their payment record and other related credit information to 
be assigned a rating. From that time on the assignment of rating increases 
till by the end of five years symbols could be used for those remaining companies. 
Companies that are at one time rated may have the rating changed or dropped 
when circumstances warrant it. 

While the before quotation “* * * omission of any symbol, is not to be con- 
strued as unfavorable * * *” is a statement of explanation of the rating tech- 
nique the fact that unrated companies have “circumstances difficult to classify 
within eondensed rating symbols” may well demonstrate one of the financial 
problems of the small new manufacturer. That is, many credit managers will 
automatically authorize credit extension to certain credit rated categories. The 
extension of credit to unrated companies thus involves more effort in time or 
cost and evaluation of the credit report, and for reasons of the extra effort in 
the aggregate will have a tendency to increase the financial needs of the unrated 
companies. 

It would appear desirable for the new small manufacturer to attempt to ob- 
tain a credit rating based upon his actual financial conditions as soon as pos- 
sible. He undoubtedly will be assigned a rating within a period of time, and at- 
tempts to postpone such action by refusal to submit financial statements may 
actually work to his own disadvantage. 
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CONCLUSION 


It would appear from an analysis of the survey responses and the reported 
experience of the typical small Texas manufacturer that a systematic approach 
tv the problem of financing is generally not followed. The information regard- 
ing a proposed manufacturing venture is in many cases so vague or poorly or- 
ganized that the real merit of a venture is difficult to analyze. Because of this, 
potential financial backing is not attracted. 

A solicitation of financial backing not supported by documents that show in 
general terms the proposed assets and liabilities, the rate of production, the 
cost of production, the probable amount of profit, are typical of the lack of fore- 
sight and preparation that is associated with many of the surveyed ventures. 

To make an intelligent evaluation of the possibilities of success or failure the 
basic information found in a prospectus is needed. Yet the small prospective 
manufacturer all too often has not prepared such schedules or exhibits either 
on an actual experienced cost basis or on a hypothetical proforma basis. 

In a number of cases the prospective manufacturer has not considered these 
facets of a venture and has concentrated his entire attention on the production 
phase. 

The approach of the respondent manufacturers to financial sources and insti- 
tutions indicates that a number of potential financial backers were overlooked 
or not solicited. On a great majority of questions on sources of financing the 
term “not applicable” was included. Many of the manufacturers who needed 
additional financing checked this term. While it is true that in some cases a 
number of the sources of financing were “not applicable,” the high incidence of 
these responses, especially when checked against the type of manufacturing 
activities, would seem to indicate that these sources were not fully investigated 
rather than that the sources were “not applicable.” 

The same conclusion may be drawn from the approach of prospective manu- 
facturers to sources of information on financing. The designation of “own 
experience” as the best source of financial information and advice would in- 
dicate, especially for those companies in financial trouble, that their evalu- 
ation of their “own experience” was ill-founded. The designation by respond- 
ents of bankers as the second best source of advice would appear logical, 
but the omission of the use of books, universities, management consultants, 
and the low evaluation of lawyers, trade associations, U. S. Department of 
Commerce, accountants, and Dun & Bradstreet, Inc., would reaffirm the fact 
that many valuable sources were overlooked. 

Discussion with new manufacturers indicates that while their background in 
a majority of cases was strong in the area of production, relatively few had a 
background that would be considered as financial. This would seem to be 
confirmed by the frequent underestimation of their working capital needs. 

The problem of the availability of financial information does not appear to 
be the crux of the situation but rather how the potential manufacturer can 
be encouraged to avail himself of the widespread information. 

Inasmuch as evidence shows that many new enterprisers do not know how 
to approach the planning of their ventures in a systematic way and do not 
avail themselves of the many helps that exist, it appears that more guidance by 
qualified individuals and agencies associated with industrial development is 
needed. Increased effort of this type could materially reduce the number of 
business failures. The qualified advising could operate along two avenues of 
needs. First, it could suggest remedial steps to the potentially successful manu- 
facturer who is in the process of making serious financial mistakes. In this way, 
a company that would have failed as a result of the mistakes is saved and is able 
to get established on a sound financial basis. Second, it could suggest to the 
obviously failure-prone manufacturer the probability of failure and illustrate 
where his basic uncorrectable weaknesses lie. In this way a new unsuccessful 
firm is not started and does not cause the loss to the community. 


Part II 


Financine Guipe rok SMALL MANUFACTURERS IN TEXAS 


The originator of the new and small manufacturing company must know and 
provide certain facts if he is seeking outside financing. If his presentation 
of information concerning the company is poor, even though his idea has merit 
it may well be that men and institutions who might have invested or furnished 
capital will not provide needed financing. 
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The type of financial and related information is of necessity different from 
one business to the next; however, with some changes to fit particular circum- 
stances the information furnished by the following items: balance sheet, a profit- 
and-loss statement, a cash budget, an analysis of surplus, a personal data sheet, 
an organizational chart, a schedule of sources of raw material, a schedule of 
customers, an identification of competitors, as well as minor schedules such as 
lists of machinery, inventories of raw materials, semifinished and finished goods, 
payrolls, and aging of accounts receivable, will materially assist in clarifying the 
financial picture. 

BALANCE SHEET 


A balance sheet is a statement of assets, liabilities, and capital as of the date 
indicated, and shows the financial position of a firm. It is one of the first 
items called for by those who wish to judge a situation’s financial merit. Where 
the company is the outgrowth of an expanded enterprise a series of balance 
sheets over a period of time will show the progress that has been made. Where 
the company is entirely new, a “proforma” (a balance sheet made up to show 
how the assets and liabilities will probably be under the proposed financing) 
should be prepared. Great care should be taken not to misjudge the cost of get- 
ting established. A simple blank balance sheet is shown in Figure 5. 


a . wT 
ompany Name 









Datei... Vistek deat 
ASSETS 
Sash on Hand §). Anus. onceawe 
2 n Bank $ 
ts Receivable $ 
{amount past due 
(amount pledged ( ) 
Merchandise $ 
(how valued — cost? ma: ket?) 
AL CURRENT ASSETS $ 
2 and Building at depreciated cost $ 
inery $ 
ixtures 1 Furniture $ 
ther Ass $ 
TOTAL ASSET z 
LIABILITIES 
counts Payable $ 
Notes Payable $ 
Owing to Banks $ 
Owing to Others $ 
Taxes, due $ 
Interest, due $ 
Rental, due $ 
Payrolls, due $ 
TOTAL CURRENT LIABILITIES $ 
Mortgage on Land and Building $ 
hattel Mortgage $ 
Other Not Current Liabilities $ 
TOTAL LIABILITIES $ 
NET WORTH 


"A 


Ficure 5. Balance sheet. 
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The greater the detail generally the better appreciation can be made of com- 
ponents and the progress of the enterprise. Dun & Bradstreet, Inc., recom- 
mends that after such a “proforma” estimate is prepared by proposed new busi- 
nesses that the expense side be arbitrarily increased by 25 percent to give effect 
to the natural tendency to overlook certain costs. Independent findings of this 
research center confirm the wisdom of such a step. 


INCOME STATEMENT 


It has for some time been recognized that an individual manufacturing com- 
pany may test the probable soundness of its capital structure and operations 
by comparison of its balance sheets, income statements, and other schedules with 
those of known and well managed companies in the same line for the same 
periods. The same type of comparison may be made through the use of various 
financial ratios. 

In a report such as this, the limitations of space, time, and practicability 
preclude taking up each specific line of manufacturing and attempting to present 
those “norms”; however, there are several sources of these important financial 
ratios. The major disadvantage in attempting to use these ratios is that they 
apply in mose cases to the larger sized companies and for this reason caution 
must be exercised in how one applies them in particular cases. Two of the bet- 
ter sources of relatively current financial ratios that may be used by small 
manufacturers are (1) Dun & Bradstreet’s (Church Street, New York City, New 
York) annual study on the “Fourteen Important Financial Ratios.” These 
ratios are available by various types or lines of business. (2) The Department 
of Commerce, Washington 25, D. C., also has similar ratios studies available. 

A blank income statement form is included in Figure 6. 

It is suggested that if the statement shown as Figure 6 is a “proforma” it be 
checked against “Quarterly Financial Reports for Manufacturing Corporations” 
published jointly by the Federal Trade Commission and the Securities Exchange 
Commission for reasonableness of assumption. 

Where the individual is unable to construct or compute a proforma balance 
sheet or income statement, it is probably advisable for him to seek the help of a 
competent accountant who can help also prepare a cash flow schedule. 
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Date of Proforma... .......ccccccccsccscceceees 
Gross Sales $ 
less 
Returns Allowance $ awe 
NET SALES ah sixemaihiay 
Inventory at Beginning of Period $ 
add 
Purchases $ 
add 
Overhead $ 
TOTAL ADDITIONS Be iii vest ciquns ameeaee 
less 
Discounts iat pncexeeee saters 
less 
Inventory De deco s oxneeiews aawee 
TOTAL DEDUCT $ centas awa ; 
Cost of Goods Sold Lh ere ee 
Gross Profit on Sales De vdele cy ch eluaker aeeen 
less 
Selling Expense De cise edt newer ei eerer ee 
General Expense Gy ns 2iveace ens eieereen 
Mgt. Salaries or Drawing Mitch spony UAVEAc aw onvwnng 
Other Admin. Ex $ . 
NET OPERATING PROFIT $ 
Other Income De bi hecd MARS is essed 
TOTAL INCOME $ 
less 
Mgt. or Other Interests $ 
Charge Offs and Bad Debts $ 
Reserves and Depreciation Bi iteven sen eesGitesneaeiens 
NET INCOME BEFORE TAX $ 
less 
Income Tax $ eatea Ri 
NET INCOME AFTER TAX $ 
Net Worth at Beginning of Period 
plus or minus Net Income after Tax Bt le PLR A ahs Beem 
Less Dividends Paid $ tain bitdw teen cll 
NET WORTH AT END OF PERIOD $ 


Fieure 6. Brief profit-and-loss statement. 
1HE CASH BUDGET 


The cash budget or cash flow schedule is actually a forecast of cash income 
an expenditure for the manufacturer for a period of time. The most frequent 
cause of financial embarrassment is not having cash available to pay debts 
as they mature even though a company has more assets than liabilities. 

A cash budget should be made to cover the peak and trough of a particular 
manufacturer’s seasonal activity. Each month the actual figures should be 
checked against the budgeted figures. Where they are not close a reforecast 
should be made, and if the figures still indicate an excess of cash disbursements 
over cash receipts then management must modify the operation or face the 
inability of paying the bills. 

An accurate cash flow schedule will show the amounts of cash available, as 
well as the future cash expenditures. The new company will encounter dif- 
ficulty in preparing the initial assumptions of a cash budget, but since items 
are actually known or are not subject to great change, such as rent, repayment 
schedules of loans, salaries, etc., management can in part test the validity of 
plans for production and sales by seeing if there would be sufficient cash avail- 
able at that time to accomplish these goals. 

A sample cash flow schedule is presented in Figure 7, It should cover a 
long enough period to indicate complete seasonal variations. 
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First Month Second Month Third Month 
Budget Actual Budget Actual Budget Actual 
Estimated receipts: 
Cash sales 
Collections from accounts 
receivable 


Interest income 
Miscellaneous income 


Total receipts 


Estimated disbursements: 
Accounts payable 
Payroll 
Expenses 
Advertising 
Plant and equipment 
Repayment of bank loan 


Total disbursements 


Estimated excess of cash receipts 
over disbursements 


Estimated balance beginning of 
month 


Estimated balance end of month 


a 


Figure 7. Cash-flow schedule. 


ANALYSIS OF SURPLUS 


A prospective new manufacturer would also find it advisable to prepare, where 
the new venture is an outgrowth of a related activity, an “analysis of surplus” 
as illustrated by Figure 8. 

That this information is considered essential to evaluate a proposal may be 
illustrated by the fact that Texas applicants to Small Business Administration 
are required to furnish this information. It illustrates what has been done with 
the surplus and indicates whether the proprietors of a firm have been drawing 
excessive amounts out of a company or have been conservatively putting back 
profits into the business. 

PERSONAL DATA SHEETS 


Sources of financing are also interested in who is going to manage and operate 
the new company. For this reason it is desirable for the individuals interested 
in the new enterprise to prepare a table of organization that clearly illustrates 
who will do what and that all the essential functions have someone performing 
the duties of the essential positions. Personal data sheets giving the back- 
ground and other pertinent data on the management of the company should also 
be included. 

ORGANIZATIONAL CHART 


An organizational chart, tailored to the particular needs of the company, will 
permit a better visualization of the management responsibilities and functions. 
It is not presumed that any new organization will fit exactly into such a pattern, 
however. 

By rearranging the functions to fit the talents of management one can see 
rather quickly whether there are any areas of organization that are not being 
covered or have not been considered. In very small manufacturing establish- 
ments one individual may perform more than one function. Figure 10 shows a 
simple organizational chart. 
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Current year 
Four preceding years as of date of 





AD, «5: AO. 00k {Aen oe, AB sal, p-! dietetzacawicwde $ 
Et 
1. Total surplus at beginning of period 
2. Net profit or loss for period 
3. Line 1 plus line 2 if profit; line 1 
add: 
4. Surp. paid in during period 
5. Surp. resulting from revaluation of assets 
6. Other additions to surp. (itemize) 
7. Total lines 3 to 6, inclusive ; 
deduct 
8. Dividends 
9. Other charges to surplus (itemize) 
10. Total of lines 8 and 9 
11. Surplus at end of period (line 7 less line 8), 
MUST AGREE WITH SURPLUS 
AS SHOWN IN BALANCE SHEET* 


*Modified from RO 81 —a form of the Small Business Administration. 


Figure 8. Analysis of surplus. 


Personal Data Sheet 
(a) Name — 
(b) Address — 
(c) Age — 
(d) Education — 
(e) Business experience (in detail). List most recent positions first and time. 


(f{) Pertinent information that would help judge stature of individual for the position, such as 
trade association or chamber of commerce activities. 


(g) Description of duties in new firm. 


Fiaure9. <A personal data sheet. 


OWNER OR PRESIDENT 


FINANCIAL PURCHASING PRODUCTION OIS TRIBUTION “PERSONNEL 
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Frevre10. Organizational chart. 
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KNOWLEDGE OF SUPPLY AND DEMAND 


Management needs to know the various sources of supply of the raw material 
to be sure it is buying in the best market. Without such knowledge it may be 
paying much more than is required to obtain the goods, or if one source of supply 
is cut off by strike or weather, it still can get delivery of the material from an 
alternative source. 

A list or schedule of sources of both the raw material (supply) and the finished 
product (demand) factors is most helpful. Management must make sure that 
the suppliers of goods are tabulated in a way that will quickly and clearly pro- 
vide the necessary information. Figure 11 shows the minimum information that 
one should have on suppliers and their products. 

A similar, though less exact demand schedule can be constructed by listing 
existing, probable, and potential customers. The greater assurance of sales in 
the form of booked orders, the more certain management can be in their estimate 
of production. While it is true that the type of product will affect the reliability 
of a list of customers, in a number of cases a new manufacturer can pre-test the 
probable extent of the market by actually discussing with big potential customers 
the amount of their estimated needs. If the marketing is done through manu- 
facturers’ representatives this information, too, should be presented in a com- 
prehensive form. An example of minimum information required is illustrated 
in Figure 12. 

COMPETITION 


A knowledge of who are one’s actual or potential competitors helps focus atten- 
tion on this important area. Figure 13 helps establish a realistic appraisal of 
the extent of competition. 

PRODUCT 


As a new potential manufacturer, serious questions should be answered objec- 
tively about the product to permit the proposed investor or leader to judge his 
financing risk. They include: 

(a) What testing has actually been performed on the product to make sure it 
will do as good a job as existing products? 

(b) Can it be made and sold competitively ? 

(c) Will it stand up under the normal conditions of use? 

(d) Will people buy it instead of some other? 

(e) Are there any circumstances concerning the product or the process of manu- 
facture that may involve liability that is not covered by insurance? 


INVESTIGATING ALL PERTINENT ASPECTS 


A series of questions should be answered affirmatively by the prospective 
manufacturer. 

1. Where a new device or technique is involved has it been patented or copy- 
righted? If so, these documents or reproductions are properly an impressive part 
of the promoter’s presentation. 

2. Has the choice of building and site of location of plant been reviewed for : 

(a) Compliance with zoning? 

(b) Compliance with building code? 

(c) Compliance with plant inspection requirements? 

(d) Insurance rates? 

(e) Availability of type of water and rate? 

(f) Availability of fire and police protection? 

(9g) Availability of sewerage or waste disposal? 

(h) Availability of rail, water transportation, air or water (where ap- 
plicable) ? 

(7) Rates of electricity and availability? 

(j) Floor load capacity? 

(k) Height of ceiling? 

(lt) Parking space? 

(m) Heating and cooling? 


SOURCES OF INFORMATION 


Has a review been made of certain basic sources of information to make sure 
that adequate knowledge of the project is at hand? Study of small manufacturers 
recourse to sources of financial information indicates that they generally do not 
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follow a planned or scientific approach to their problem. The small prospective 
manufacturer will frequently have rather well formed ideas of his production 
capabilities but in a large majority of cases is poorly briefed in accounting and 
finance. The use of reference material, textbooks, libraries, appears to be rare. 
Much of the material is available at public libraries or from the individuals or 
agencies listed below : 

1. Office of Domestic Commerce of the U. S. Department of Commerce, Wash- 
ington 25, D. C. (State nature of business and request pertinent material.) 

2. Small Business Administraton, 114 Commerce Street, Dallas, Texas; Fed. 
Ofc. Bldg., Houston, Texas. (Request pertinent financing information.) 

3. “National Associations of the United States,” Superintendent of Documents, 
U. S. Govt. Printing Office, Washington 25, D. C., or at major libraries. (Of ap- 
proximately 4,000 associations listed probably one of them will be in the area 
of the proposed new manufacturer and provide valuable information on the 
field. ) 

4, “Thomas’ Register,” New York 1, New York. (Published by product cate- 
gory, lists most manufactured products; the name of the manufacturers, and 
addresses. As such, it is invaluable in compiling lists of fairly large companies 
who may be potential buyers, potential sellers as well as competitors. ) 

5. Standard Rate and Data Service, 1740 Ridge Avenue, Evanston, Illinois. 
(It is a directory of industrial and trade journals, magazines. Through reading 
the trade newspapers and publications in one’s field a small manufacturer can 
acquire a current view of his industry. Most large advertising agencies, news- 
papers, and libraries will have this directory. ) 

6. Securities Commissioner Office, Austin, Texas. (Provides information on 
intrastate issues of securities. ) 

7. Texas Engineering Experiment Station, College Station, Texas. (Can pro- 
vide information on industrial foundations and other pertinent industrial de- 
velopment topics.) 


Name Address Quality Freight or Delivery Cost Terms of Sale Reliability Line of credit 


FiGurRE 11. Sources of raw material need to be shown.” 


Name and address of potential customer or jobber or manufacturer’s representative. 
His credit rating. Probable initial order at prevailing price. 
Seasonality of order. Delivery time required. 


Figure 12. Estimating demand for product is helpful. 


Name. Address. When established. Number of employees. Capitalization. 
Market area. Reputation in the trade. Terms of sale and delivery. 


Ficure 13. Estimating competition aids in realistic appraising. 


THE PROSPECTUS 


Webster defines a prospectus as “a preliminary of an enterprise, as a busi- 
ness undertaking, giving information calculated to arouse interest and win sup- 
port.” It can be of great help in presenting quickly, clearly, and concisely the 
information that lenders and investors require. A sample of the manufactured 
product, blueprints, and engineering drawings where available also should be 
used in conjunction with the prospectus. 

The exact order of material to be presented in the prospectus is not too im- 
portant except that it be logical and orderly. An example of a typical pros- 
pectus outline is shown below: 

1. Introduction with statement of ideas and reason for decision to manu- 
facture. 

2. History of predecessor activity including biography of the principals of 
the proposed company: (a) personal data sheets, and (b) table of organization 
(proposed ). 





1See Thomas’ Register pg. 4 for aid in compiling lists if in doubt as to sources and 
outlets for goods. 
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3. Balance sheet (present and proposed). 

4. Income statement (proforma, if necessary). 

5. Subsidiay schedules to support 3 and 4 above—(a) inventory, (b) ma- 
chinery, (c) payroll in number and amount, (d) aging of accounts, (e) surplus 
analysis, (f) list of suppliers, (g) list of customers, and (h) list of competitors. 

6. Copy of partnership agreement (if partnership). Copy of charter (if cor- 
poration). 

7. Copy of patents, or copyrights (where appropriate), blueprints of layout, 
buildings, and photographs of location and plant. 

8. Pertinent supplementary agreements such as (a) long term leases with op- 
tions to buy, (b) contracts with foundations, chambers of commerce, etc. 

9. Positive statements indicating information on check list. 

10. Statement of time schedules of construction and period of time needed to 
reach production break-even point. 

As various phases of the financing are achieved, such as obtaining of financing 
commitments from the various sources of funds, these too, should be incor- 
porated with the prospectus. For example the agreement of a bank to lend a cer- 
tain amount may influence others to lend or invest. 

The prior mentioned data should be brought together for the intelligent ap- 
praisal of a given situation. Many of the failures of manufacturers can be 
attributed to their lack of a systematic, business-like approach to their various 
problems including the problem of finance. 

The above guide is an attempt to assist a potential new manufacturer to organ- 
ize his material, to present it in the best and true light, and to solicit financial 
assistance from the most productive sources. The preparation of data may take 
a bit more time than the typical hit or miss approach that is frequently asso- 
ciated with the small manufacturer. The extra time needed, however, should 
prove more valuable than providing simply a technique for solicitation of funds. 
It should permit the entrepreneur to better appreciate his own probability of suc- 
cess in the venture. 


RESEARCH Report SERIES OF THE TEXAS ENGINEERING EXPERIMENT STATION 


*1. A Bibliography on School Architecture. W. W. Caudill. 
*2. Cottonseed Hulls as an Insulating Material. W.E. Long. 1948. 
*3. Building for Learning. Department of Architecture. 1948. 
*4. An Analysis of Personnel Airplane Power Plant Failures During 1947 with 
Some Suggested Remedies. Fred E. Weick. 1948. 
5. A Study of Management Engineering Practices in Texas. Richard A. Down- 
ard, Guy Johnson, Jr., and Donald K. Andrews. 1949. 
*6. Investigation of Soils and Building Techniques for Rammed-Earth Con- 
struction. Edsel J. Burkhart. 1949. 
*7. Daylight movies for Shop and Classroom. D. W. Fleming and Bob M. Galla- 
way. 1949. 
*8. A Report of the Out-of-State Purchases by Texas Organizations, 1947. 
Richard A. Downard, Guy Johnson, Jr., and Donald K. Andrews. 1949. 
*9. A Rapid Method for Determining the Moisture Content of Soils. Albert 
James Bonar. 1949. 
10. Trial of a Twin Lubrication System on an Aircraft Engine. George A. Roth 
and T. R. Salter. 1950. 
11. The Extraction of Oil from Oil-Bearing Materials by Prepressing Followed 
by Solvent Extraction. Homer BE. Rea, Jr., and A. Cecil Wamble. 1950. 
12. Testing and Rating Propeller Fans. W.D. Scoates and A. W. Melloh. 1950, 
13. Some Practical Considerations in Attic Fan Design, Part 1. Housings. 
W. D. Scoates. 1950. 
14. Geology of Brazos County, Texas. A. A. L. Mathews. 1950. 
15. Household Furniture Manufacturing in Texas. John W. Coffin and William 
J. Crum. 1950. 
16. The Effect of Rolling Cottonseed Meats on Oil Extraction. Homer FE. REA, 
Jr., and A. Cecil Wamble. 1950. 
17. Investigation of Rock Drilling Equipment for Fence Post Holes and Other 
Farm Uses. Edsel J. Burkhardt. 1950. 
18. Solution of Hydraulie Flow Distribution Problems Through Use of the Net- 
work Calculator. L.M. Haupt. 1950. 
*19. A Report of the Out-of-State Purchases by Texas Organizations, 1949.” Guy 
Johnson, Jr., J. W. Coffin, and William J. Crum. 1950. 


a 


reaper eN 


ere 


a Ss se 





*32. 


*33. 


35. 
*36. 
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38. 
39. 
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42. 
*43. 


* 21. 
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. Rapid Sample Preparation Method for Soil Selection in Harthwork Con- 


struction. Bob M. Gallaway. 1951. 
The Feasibility of Using Models for Predetermining Natural Lighting. E. B. 
Vezey. 1951. 


. Some General Considerations in the Natural Ventilation of Buildings. 


W. W. Caudill, Sherman E. Crites, and Elmer G. Smith. 1951. 


. An Investigation of the Application of Statistical Quality Control to Dairy 


Manufacturing. A. V. Mooreand J. P.CoVan. 1951. 


. Survey of Productivity Factors in Four Southern States. Richard F. Bruck- 


hart and William J. Crum. 1951, 


. The Measurement of Low Air Speeds by the Use of Titanium Tetrachloride. 


E. G. Smith, B. H. Reed, and H. D. Hodges. 1951. 


26. The Feasibility of Using Models for Predetermining Natural Ventilation. 


29. 
30. 
31. 


*32. 


38. 
39. 


40. 


44, 


. Investigation of Twin Fuel Systems on an Aircraft Engine. 


3. Air Flow Through Conventional Window Openings. 


. Food Uses for Cottonseed. 


. Texas Potentialities 


3. The Organization and Operation of Industrial Foundations in Texas. 


E.G. Smith. 1951. 

Twin Fuel 
Injections. James G. McClure. 1951. 

Report of the Out-of-State Purchases by Texas Organizations, 1950. J. W. 
Coffin, W. J. Crum, and W. B. Langford. 1951. 

Processing Okra Seed for Oil Recovery. C. Ray Holbrook, Jr., and A. Cecil 
Wamble. 1951. 

Texas Potentialities in Dinnerware and Artware 
Coffin and John W. Tippit. 1951. 

Operating Characteristics of the Carver 176-Saw Linter. 
and A. Cecil Wamble. 1951. 

An Experiment in Architectural Education Through Research. Gordon Me- 
Cutchan and William W. Caudill. 1951. 


Production. John W. 


Dick H. Piner, Jr., 


Theo. R. Holleman. 
1951. 

W.W. Meinke. 1952. 

Evaluating Taylor Marl Clay for Improved Use in Subgrades. 
A. DuBose. 1952. 

Geometry of Classrooms as Related to Natural Lighting and Natural Ven- 
tilation. William W. Caudill and Bob H. Reed. 1952. 


Lawrence 


. Out-of-State Purchases of Chemicals and Allied Products by Texas Or- 


ganizations, 1951. James R. Bradley, W. B. Langford, and L. 8S. Paine. 
1952. 

Research Activities of the Texas Engineering Experiment Station for 1950- 
51 and 1951-52. Arthur W. Melloh. 1952. 

Preparation of Cottonseed Meats for Cooking Prior to the Extraction of the 
Oil. Charles G. Luedtke and A. Cecil Wamble. 1952. 

Determination of Air Infiltration in Fan Testing Equipment. W. D. Scoates. 
1952. 

in Agricultural Implement Production. John W. 


Tippit. 1953. 


2. Out-of-State Purchases of Selected Food and Kindred Products by Texas 


Organizations, 1951. James R. Bradley. 1953. 

John 
W. Tippit. 1953. 

Out-of-State Purchases of Textile Mill, Apparel, and Related Products by 
Texas Organizations, 1952. James R. Bradley. 1953. 


5. Effects of Landscape Development on the Natural Ventilation of Buildings 


and Their Adjacent Areas. Robert F. White. 1954. 


. Out-of-State Purchases of Paper and Paperboard Products by Texas Or- 


ganizations, 1952. James R. Bradley. 1954. 


. Recommended Standards for Operating Screw Press Mills in Processing 


Cottonseed. A. Cecil Wamble and William B. Harris. 1954. 


. Out-of-State Purchases of Primary and Fabricated Metal Products by 


Texas Organizations, 19538. James R. Bradley. 1954, 

An Evaluation of Plant Location Factors in Texas. L. S. Paine. 1954. 
Activities of the Texas Engineering Experiment Station for 1952-58 and 
1953-54. Arthur W. Melloh. 1954. 


. Out-of-State Purchases of Leather and Leather Products by Texas Organ- 


izations, 1954. James R. Bradley. 1955. 


. A Comparative Test of Flat Glass and Glass Block Fenestrations Under 


Summer Conditions. ElmerG. Smith. 1955. 
. Industrial Advantages in Texas For Earthen-Tableware Production. 
James R. Bradley and Bill R. Shelton. 1956. 
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54. Out-of-State Purchases of Stone, Clay, and Glass Products. James R. 
Bradley and Bili R. Shelton. 1956. 

55. Color Reversion in Crude Cottonseed Oil. A. Cecil Wamble, Benjamin D. 
Deacon, and William B. Harris. 1956. 

56. Out-of-State Purchases of Selected Electronic Components by Texas Organ- 
izations, 1955. Bill R. Shelton and James R. Bradley. 1956. 

57. Activities of the Texas Engineering Experiment Station for 1954-55 and 
1955-56. Fred J. Benson. December 1956. 

58. The Marketing and Production of Charcoal in Texas, 1955 and 1956. Bill 
R. Shelton and James R. Bradley. 1957. 

59. Natural Air Flow Around Buildings. Benjamin H. Evans. March 1957. 

60. The Texas Market for Kaolin and Ball Clay, 1956. Bill R. Shelton. July 
1957. 

61. Out-of-State Purchases of Selected Wood and Metal Furniture and Fixtures 
by Texas Organizations, 1956. James R. Bradley, August 1957. 

62. Financing Small Manufacturing Ventures in Texas. Lewis E. Davids. 
October 1957. 


The next item is a letter from George H. Kendall, Mechanical 
Engineers Consultants, Darien, Conn., dated January 10, 1958, to the 
Select Committee on Small Business regarding the need for venture 
capital. 

(The letter and the enclosed statement regarding that subject are 
submitted by Mr. Kendall, as follows :) 


GrorGeE H. KENDALL, 
MECHANICAL ENGINEERS AND CONSULTANTS, 
Darien, Conn., January 10, 1958. 
Subject: Reference your letter January 3, 1958, need for venture capital banks. 
SELECT COMMITTEE ON SMALL BUSINESS, 
House of Representatives, 
Washington, D. 0. 

GENTLEMEN : Thank you for your letter of January 3, 1958, together with the 
copy of the hearings to date, part 1, on the problems of small business, and for 
your kind comments on the material forwarded with our letter of December 28, 
1957, to the Honorable Wright Patman. 

If you feel my presence at the hearing sessions might be helpful, would be 
pleased to do what I can to cooperate with the committee’s wishes. If notice 
in advance can be given, will try to arrange my schedule to break away to come 
to Washington. 

If I am not needed, but the committee wishes to have my comments on the 
needs of small business from venture capital banks and the necessity of pro- 
tective measures to assure success, have prepared a condensed statement of 
comments that could be inserted in the records should they so desire. 

Ever since the coming of the income tax that drained off all venture capital, 
many of those prosperous individuals who always liked to take a flyer on some 
new enterprise of a spectacular nature, the business of creating, developing and 
commercializing new, worthwhile products has been truly a nightmare. 

Thank you for this opportunity to provide our comments, from our more than 
30 years actual experience in this field of new business ventures, and trust they 
may be of some helpfulness to the committee from the viewpoint of actual field 
experience. 

Very truly yours, 
G. H. Kenpatt, Sr., President. 


STATEMENT OF Grorce H. KENDALL, Sk., A MECHANICAL ENGINEER AND Consvutt- 
ANT, DEALING IN NEW DEVELOPMENTS AND COMMERICAL VENTURES FoR 30 YEARS 
ON THE PROBLEMS OF SMALL BUSINESS AND THE BASIC NEED FOR VENTURE 
CaprTaL BANKS To Provipe A SOUND AND PracticaL SoLuTion or Tue Wipest 
Scope ror FuLL CONSTRUCTIVE GROWTH FOR ALL 


The comments given herein are based upon many years of actual experience 
and study in the workings of small firms and of their difficulties, as well as the 
writings of national experts on various phases of this subject. A copy of an 
article for presentation to an engineering group 7 years ago, on Venture Capital 


*Out of print. 
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Banks for Assisting All New Enterprises, was mailed to this committee with my 
earlier letter of December 28, 1957, in an endeavor to provide as broad a back- 
ground as was possible for the study of all interested in the actual needs of 
this problem. 

First, let us consider the small firm for what it really is * * * a new business 
venture. It has, unquestionably, a leader of experience, vision, and a program 
in the given field upon which the company operation is based. As a small en- 
deavor, just starting with limited capital, it will probably use rented or leased 
buildings or land for its operations until such time as larger or more elaborate 
facilities are deemed advisable. Such a program in its conception state, in many 
cases, is a one-man outfit that has now growa to a point where a few employees 
are hired as business in tending to increase. This is when the need for venture 
capital begins to come into real national economic need, as there are no sources 
available today for supplying them. 

Second, this typical, small, growing business regardless of what it does, gen- 
erally speaking, now takes on the responsibility of the pressure load of meeting 
commitments exactly when due; such as payroll, rent, interest on notes, install- 
ments on equipment, etc., common to all enterprises. 

Third, this small business, unlike the large firm, may have only a few orders 
per month and may fill them quickly, or they may have a large, long-term prod- 
uct manufacturing contracts of only possibly one per month or a few per year. 
If every step of the operation, or in the progressive steps of a scheduled large 
contract, does not come through on the time scheduled, the chances are that the 
customer payments to the small business may be delayed. Yet the commitments 
of the small firm for payroll each week, and other expenses, continue adding to 
the heavy burden of this small business. 

Fourth, now, for example, comes a mild depression or a state of “tight-money 
market” (as it is now popularly referred to this year) and the small business is 
advised by its customers in one or more cases to “hold up” on the orders tem- 
porarily until stock market conditions settle down to a more stabilized degree 
of activity. If this small business has only 4 or 5 orders, and it receives tem- 
porary “hold” instructions to stop work for the present from 3 or 4 firms during 
the year, his business has received « 60 to 80 percent drop in revenue for the 
duration. That means the small business must immediately fire all of its highly 
skilled staff, if the venture is of a complicated nature in any field, until such 
time in the future when new orders can be secured; or the customers release 
the “hold” on current orders. There is no guarantee, however, that “hold” 
orders will ever release, and some have been known to finally be canceled. 
Skilled, key men cannot be released, as today it is next to impossible to replace 
them, so the owner endeavors to retain them. All during this trying period the 
payroll, rent or lease, and all other continuous expenses of a business are going 
right along each week and each month. What large business could stand such 
magnitudes of stop-and-go operations? Fortunately, their large diversification 
and many orders over the years assures a reasonably even flow of business; but, 
of course, subject to cycle and product changes and trends of competitive 
business. 

Fifth, the small business is usually not diversified, and many have been known 
to have just one customer: for example, the United States Government Armed 
Forces for electronic projects. When sudden business or model changes occur 
to cause cancellation before it has the years of operation to become firmly es- 
tablished, it is subject to violent fluctuations that can totally wreck the venture 
before it can recover. The result is quickly arranged mergers to save the ven- 
ture. Again, many small businesses are just establishing a new process or a 
new line of distinctive machines that have taken years of research and develop- 
ment to bring to the active commercial stage of operations and have practically 
all of their operating and reserve capital already put into the business in per- 
fecting final details for urgent commercial sales to start returns on the venture. 
The terrific burden of the pressure load in these cases has led to thousands of 
business failures where 2 great economic loss was the final result. The loss is 
not only to the individual owners of the firm, but to families out of work and 
loss of purchasing power to the communities affecting its welfare. 

Sixth, the only cure to save these worthwhile citizens from the rough tides of 
major risks of the business cycles is to make available the proper kind of oper- 
ating and reserve capital funds to all, all the time, through some large and 
strong vehicle such as a venture capital bank, as a division of the present na- 
tional banking system. 
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A thorough study of the actual present means and vehicels commercially avail- 
able shows there is nothing at all open to the small-business man at this time. 

In the great majority of cases, the individual owner went into business and 
assumed the terrific loads and risks because it was his whole life, his goal of 
achievement in life. and he has no thought of ever selling the venture. 

Far too many firms today, caught in a tight financial condition from business 
cycle events have gone to the so-called financial development firms. In some 
cases the capital behind such firms has just one purpose; that of taking over 
control and eventually throwing out (or creating impossible conditions that lead 
to the same result) the original owners. Such original owners are in many 
eases totally broken in health and affected in mind to the degree that they 
never again try to do a constructive venture. Experience has shown that all 
such development firms should have some degree of regulation to prevent them, 
positively, from taking over any venture that they may finance under any kind 
of program. If we do not do so, the net result to the community is equivalent 
to a bankruptcy as inspired, guiding, skilled leadership of the type that started 
the venture will rarely be found to continue the venture. 

Other forms of financial aid now existing all have some form of very high cost 
charges that equally tend to wreck the enterprise. All seem to want immediate 
profits within a year. Such returns from any small business just starting are 
absurd. All small businesses, if they are to become firmly established, require 
from 5 to 10 years to build into the business the necessary essentials to that 
venture to properly assure it commercial continuance in competition and to live 
with our present tax system. 

We are forced, therefore, to find a sound and practical solution to the creation 
of a new form of bank as a division of our fine national banking system that 
will properly meet the needs of small business without upsetting all the good 
we now enjoy and that can operate under the restrictions of the present tax 
system. 

Our long years of study of the problem, as well as being in the business of 
new commercial ventures, clearly shows the sound and practical solution to 
this whole problem lies in the creation of a system of venture capital banks 
as part of our present strong Federal national banking system. Only in this 
way can the impartial attitude be made available to all of our people to assure 
the continued advancement of the arts and sciences and to provide the means 
for the individual to proceed to make commercially available to all the benefits 
of their patents on equipment and all new processes. 

From this study, we believe, from the sound and practical commercial view- 
point, that the venture capital banks should be established and staffed to pro- 
vide in full the following elements to assure a commercial start: 

1. The venture capital bank to operate in the same manner as present com- 
mercial banks, but established to be noncompetitive with them. 

2. The bank would make available funds only for long duration applications 
beyond that of present commercial banking practice and along the lines of the 
highlv successful home mortgage program. 

3. The bank would make available funds for periods of 10 to 30 years in return 
for stock or bonds in the enterprise of the owner. These funds to be advanced 
under several plans for the most effective program for the individual owner’s 
business. They should be adequate for several years operating needs of capital 
as outlined in the applications definite projected schedules. They should have 
an initial fee at the time of advancing the capital, and deducted from the 
amount, to cover the initial costs plus a moderate bank interest for the first 
3 to 5 years, as seems advisable. From that period to be a uniform, steady 
monthly fee to reduce the entire obligation within the period of years in the 
same manner as modern home mortgages are written. The owners should 
have the right to acauire outside private capital at any time to pay off the 
venture capital bank before maturity dates. 

4. The bank would retain a staff of senior, experienced, professional manage- 
ment engineers in the field of business ventures for small business and assign 
one to be the bank’s adviser consultant to follow the account once a month 
throughout its entire period of advance capital to the firm. This bank staff 
would also thoroughly investigate and screen all applications for the basic 
essentials to make for a reasonably successful enterprise. 

5. The owner applicants to the venture capital bank would be required to 
qualify in the proper years of personal experience in the chosen field as skilled 
in the art. would have to have a commercially feasible program and potential 
markets and a definite schedule of a projected program for the venture to estab- 
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lish their insight and direction of their management. To this, the bank assigned 
management consultant would, by conferences, have established in the owner’s 
program and schedule the essential details to be included to satisfy the bank 
so that the application could be properly presented to the bank board for full 
consideration. 

6. The bank assigned management consultant would be required to continu- 
ously follow each firm granted a capital fund to record the proper handling, 
progress, approved changes and such other problems as would come before 
the individual business. : 

7. As the venture capital bank would be established to build businessmen 
and for the strongest economic growth of the country having many sound small 
business, it would not be permitted to take over or sell the owners business but 
could, by proper procedure, establish with the owners the need for other tem- 
porary skilled management to protect the investment or to add new skills 
where unusual problems might tend to otherwise wreck the enterprise. 

8. The funds for the proposed venture capital banks which will eventually 
require large sums to adequately cover small business needs, and indirectly as- 
sure even employment, might tap an enormous source of capital not generally 
used at the present time. The venture capital bank could establish individual 
depositor accounts, in the same manner as Savings accounts are opened, for 
deposit of all stocks and bonds of private individuals in which all deposits 
would be guaranteed by the Government, the same as on other bank accounts. 
These depositors would have the right to withdraw at any time (on 1 or 2 
days notice to allow bank time to properly handle details) and would suggest 
all depositors be paid a rate of interest on the agreed upon market value of 
the securities. This should open the doors, through proper incentive, to the 
vast holdings of securities now held in homes, vaults, ete., by the great Ameri- 
ean investing public, to secure another profit on their dividend bearing stocks 
and bonds, ete. The venture capital bank could use such acceptable securities 
as a basis for collateral for its bank operations, that in time as the sound and 
practical idea became generally understood, could supply enormous funds to 
relieve Government support from other sources drawn upon to initially estab- 
lish the venture capital banks. 

9. This use of now idle stocks and bonds that exist from the successful econ- 
omy of the country in successful business ventures would now make possible 
the putting to work of idle capital to further the sound and practical growth 
of our country. The nominal rate of bank interest on such deposits would as- 
sure the owners a real incentive, where deposits would be insured against loss, 
of further earnings and of utmost importance that such owners would have a 
constructive mind toward promotion of new ventures. 

10. The venture capital bank, by providing the proper capital, would stabilize 
small business enormously, preventing many present failures. It would also 
stabilize employment, assuring better purchasing power in all communities. 
It would stop a large number of mergers where firms now try to save them- 
selves from bankruptcy. Finally, it would create the vital mental attitude again 
in our people of constructive minds, who earnestly want to build a better coun- 
try in their lifetime. That opportunity would again be made available for the 
commodity—capital, to work with the commodity, labor, and material, to create 
profitable businesses. 

We trust these thoughts from the actual field firing line of new small business 
ventures will be of some assistance in background detail of the needs of small 
business, and a sound and practical means to assure a reasonable degree of suc- 
cess for a start of such an enormous program. 


DECEMBER 28, 1957. 

Subject: The terrible need for normal financial assistance to needs of small 

businesses today. 
Hon. WrIGHT PATMAN, 

Representatives Building, Washington, D. C. 

DEAR REPRESENTATIVE PATMAN: This is to ask your study of the acute need 
today, even in this time of high productivity, for venture capital banks. 

There are no sources whatever today available to the average businessman 
to properly secure long-range capital. Long-range capital only is needed by 
small business as any tax reduction has no assistance whatever. 
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Long-term money is required in starting and building a new business where 
funds can be paid back only from the profits of the business. 

The so-called research and development firms tried in New England and 
New York have clearly shown the way, but the figures show their means has 
made it possible for them to assist only 11%4 percent of the fine acceptable appli- 
cations. This means that 9814 percent were turned down for no reason or fault 
of their own. 

Venture capital banks would do the whole job properly. 

One has only to look at the modern home-mortgage program to clearly see 
the enormous gains to the whole country that have resulted from the avail- 
ability of capital for long-range purposes. Here is real progress for all our 
people strengthening the country and the family above any other thing that 
was ever done for them. Venture capital banks would now do the same thing 
for businesses to strengthen our economy and enable thousands of the best in 
new products to be assured of sound and practical growth in the accepted 
manner; and the result in profit and eventually to increase the paying of taxes 
would result for the Government. 

We have spent a lifetime in the field of new products and developments and 
have given years of research to this acute need for all of our country. The 
attached paper is one prepared several years ago for presentation to a national 
engineering meeting before my illness prevented its delivery. Here is one 
sound and practical report on the value of venture capital banks. We hope it 
can be of assistance to you on this national problem. 

I am personally in acute distress from lack of financial support for a fine 
new machine tool firm we started 2 years ago. It is recognized all over the 
world as the practical solution to providing automatic assembly of all kinds 
of products; of enormous value in time of war to make products available 
quickly as it increases shop production from 15 to 20 times per operator. The 
value has grown to more than $250,000, yet cannot to date secure proper capital, 
even though we would consider giving a 60 percent interest to the proper admin- 
istration. We are trying desperately to find such capital for the past year 
without success, yet even brokers admit ours is an exceptionally fine long- 
range investment proposition. My home and cars are mortgaged to the limits 
to keep the business going and have more than 70 creditors crying for their 
invoice payments, yet funds are not now available for long-range loans to pay 
them. All we want is money under normal business proper needs to build a 
worthwhile business, and it is denied us now everywhere. 

We acutely need sound and practical help from Congress to properly estab- 
lish modern banking for business needs in exactly the same manner as the 
housing situation was modernized 20 years ago. May we have your assistance? 

Very truly yours, 
Georce H. KENDALL, 
J. H. Kendall, Sr., 
President. 


VENTURE CAPITAL BANKS FOR ASSISTING ALL NEW ENTERPRISE 


“Sixty million jobs” or a “Full employment program” has captured the live 
interest of almost every American in the hope that we will never again be 
forced to endure the terrible depression period experienced during 1931-35. 

The full employment thought, with full opportunity for incentive for con- 
structive ventures could become a reality, provided we do something about it 
before another depression. 

Unless we do something to correct existing conditions we will again drop 
back into the same serious general unemployment situation that existed 12 
years ago. This is liable to occur just as soon as the present great backlog of 
needed goods, not produced during the war, has been supplied. 

Why? For reasons that have become clear and apparent in the span of time 
of the last 25 years. The present destructive tax system, with the effects of 
business cycles, have clearly shown the destructive effect upon our economy and 
lack of continued growth. The expansion of the past 8 years was created en- 
tirely by the great war and was not a natural expansion. 

To the best of our knowledge no article has appeared in nontechnical form 
in any of our magazines providing a general picture of the changes that have 
occurred. These changes, to all practical purposes, stopped all new businesses 
and new enterprises from starting and created conditions leading to the com- 
plete discouragement and lack of any real incentive among investors, small 
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businessmen, and creators of new projects—the backbone builders of every 
community in the country. 

It is generally recognized that the greatest new job producers are new enter- 
prises of all kinds. Nothing we can do creates jobs at so little cost to the Gov- 
ernment and the country as real constructive support of private enterprise. 
Nothing we have or can do creates a better stabilized economy than many small 
businesses. They lead to the best individual incentive effort and economic re- 
sponsibility in all of us. They create the wage and promotion incentives for all 
concerned far above the opportunities of a large enterprise. For example: 10 
new enterprises might require the services of 10 new foremen, 10 skilled opera- 
tors, 10 engineers, 10 buyers, 10 clerks, 10 stenographers, 10 treasurers, 10 sales- 
men, 10 presidents, with individual incentives for promotion and betterment and 
a place in the world, where a large concern may require only 1 of each position. 
When 1 large plant is forced to shut down the town economy is far more seriously 
affected than from 10 small businesses, which would not all be liable to shut down 
at the same time. 

Many of our public officials have been disturbed over the lack of a willingness 
among our business people of ample means to enter new business or conduct 
a new enterprise in any field or endeavor. 

Our business and manufacturing associations have been concerned over the 
marked decrease in the number of new patents issued by the Patent Office and 
by the number of these patents that have remained as “paper patents”; that is, 
those that, although sound and practical, have never been able to secure financing 
to permit their contributions to the arts and sciences of this country and to 
become generally available through production and merchandising operations. 

Many of our business reporting firms and financial institutions have repeatedly 
shown that small businesses and other small enterprises are short lived, with 
by far the largest percentage failing because of lack of sufficient capital to 
carry along their operations, even when efficiently managed, and of lack of any 
source for further capital when needed to stabilize those operations. 

During the depression years we all saw thousands of idle men on our street 
corners, in stores, libraries, and other gathering places, while enormous sums of 
idle capital existed in the small communities. Some of us were on those corners 
and others wondered if they would be next. Many of these men were industrious, 
sound thinking, and willing to work at almost any venture. Some of these men 
were of ingenious nature with sound business ability, resourceful, and with suc- 
cessful records of many years until depression and these economic faults made 
them idle. 

All during the long depression years there was no known means available or 
in existence for putting the commodity of labor, the commodity of material, and 
the commodity of capital together to produce goods or conduct any other con- 
structive enterprise to enable again creating a balance and working out of a 
depression. And there will not be any means either for the next depression 
unless we do something about it. 

Those of our earnest, sound, and creative citizens who urgently wished to start 
new enterprises with accepted worthwhile ventures found it impossible to se- 
cure any capital or support during the depression years. Yet during this same 
period many young men of means, with ample capital, could not be induced on 
any terms, including control of their own money and operations of the proposed 
enterprise, to invest in new and productively creative job-producing businesses. 
They preferred for several years to play the stock market; an idle form of the 
commodity capital not engaged in any new wealth-creating enterprise or effort. 

In this greatest of all countries, which has been built upon individual oppor- 
tunity, incentive, and effort in the creation of enormous natural wealth, we are 
headed toward a strangled economy. 

With enormous supplies of the commodity material, the commodity labor and 
the commodity capital, with sound and practical worthwhile programs of con- 
servative new ventures for creating new material wealth, it is found more and 
more impossible to secure the commodity capital. This even thongh enormons 
supplies of idle capital are available that could be put to work. The commodity 
eapital is practically rationed out of existence for new job-produeing enternrises. 

We can well ask, why? Why has the promotion of all worthwhile construc- 
tive growth, individual incentive and opportunity for advancement practically 
stopped? Time, over the past 25 years, and changing conditions are clearly 
showing the present most serious faults which are leading to growing mass un- 
employment and lack of individual opportunity. The destructive income tax 
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program has wiped out all venture capital, as it has been taxed out of existence 
and nothing has been set up in its place to provide venture capital requirements 
for a strong growing country. 

For generations, up to the time of the coming of the income tax around 1910, 
it was common practice for men of means, with incomes of more than $5,000 per 
year, to invest spare funds in various worthwhile enterprises. Many of our 
leading older members of patent law firms recall that in the days before the 
income tax it was a regular practice for men to drop into their offices with funds 
to invest in new patents. Since that time, and with the mounting income taxes, 
that major source of venture capital for new enterprises has stopped entirely. 
There exists almost no source of long-range venture capital in this country to- 
day that will join in partnership, either actively or nonactively, to provide the 
proper capital of adequate volume for the particular enterprise requirements. 

We are faced with this sickening situation. The greatest source for creating 
new jobs and building incentive toward creative wealth producing ventures has 
been ruled out of existence by a bad tax program. Is it any wonder that unem- 
ployment increases in normal times? 

A brief yet clear outline of the present destructive tax system upon construc- 
tive growth and upon venture capital’s chance of earnings were given in the 
October 15, 1945, issue of the Business Bulletin of the Cleveland Trust Co. and 
in a short editorial in the Saturday Evening Post. The data was based upon 
facts supplied by Mr. L. Robert Driver, tax expert, formerly associated with the 
United States Treasury Department and with the Securities and Exchange 
Commission. To illustrate one example, the figures clearly indicate that in the 
range of investment of one to two hundred thousand dollars the owner may 
have a net return of less than 1 percent, on an enterprise earning 50 percent, 
after taxes. 

That is one answer to why no person of means is attracted or willing to invest 
in a good constructive worthwhile new job creating enterprise and assume all 
the risks of loss for the chance of making less than a 1 percent profit. Why 
assume the hard work and worry when no profit is possible? Why try to do 
anything constructive to help toward creating new jobs, to help worthwhile 
business and help the country? Thousands have therefore turned to useless 
endeavors—betting on the horses, purchase of useless things not contributing 
to economic or material wealth and leaving their present wealth in idle and 
tax-free securities. The net result is to lock out for further use the enormous 
sums of wealth produced by the original use of the commodity material, the 
commodity labor and the commodity capital, so that they are literally forced 
into idleness, creating nothing, nor assisting in helping to sustain job-creating 
means for the economic stability of the country. 

It is a sad commentary, isn’t it, when people are ever ready to invest and do 
not have an opportunity to help create jobs? 

Our present tax system has heavily taxed profits, which are the incentive 
reward of job-creating enterprises producing goods, adding to our wealth and 
better economy of life, rather than to tax idle money and securities which 
produce nothing unless put to work supporting worthwhile projects. 

In our attempts over the years to assure adequate security for our created 
material wealth against the fluctuations of business and the times, we have 
produced banking laws and security regulations which curtail banking operations 
in all of its many phases to a most conservative and restricted field of operations 
within the range of established enterprises. This is as it should be but in so 
doing we have forgotten that the needs of new ventures must have some effective 
access to the commodity capital if we are to continue to have a strong growing 
country. 

No sound person questions the value and benefits of these basic and well 
established regulations. Time has shown, however that the commercial banks 
are not suited, in maintaining this desired security, to handle venture capital, 
nor were these banks ever designed to provide long range loans or working 
eapital advances in any form. Neither has the broadened facilities of the 
Federal Reserve or the Reconstruction Finance Corporation, the proper setup or 
personnel suitable for serving small enterprises in the field of sound, low-cost 
venture capital at all times regardless of the business cycles. Finance com- 
panies, brokers, and other financial sales houses offer capital at prohibitive 
rate—entirely unsuited to venture capital requirements. 

Leading businessmen, bankers, and congressional leaders, who have made 
thorough studies of small businesses, which make up the backbone of the Amer- 
ican business economy of the communities of the country, have acknowledged 
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that we do not have, and never have had, a financial service organization suited 
to the needs of small enterprises. The definite need requires a series of venture 
-apital banks as a separate part of the entire banking system. 

Experts on small enterprises have clearly pointed out the differences and needs 
of small business from that of medium size well-established concerns with 
ample operating reserves for their stability. The small enterprise, whether it 
be mining, farming, wholesaling, fishing, manufacturing, lumbering, retailing or 
in the services, is first vitally affected by the time element. That is, the time 
required to turn over its limited operating capital. For example, in farming, 
from the plowing and planting to marketing the crop; or in heavy machinery 
building from the order and design to shipping of a giant machine are both 
entirely different from the turnover of a retail store. Time again enters the 
picture as the crops might be poor and yield very small that year, or the giant 
machine might have trial troubles delaying its shipment many months. All 
during these varying time cycles the operating expenses of the businesses con- 
tinue, requiring adequate operating capital for normal sound business trans- 
actions. Further, working capital sufficient for the initial and erratic operations 
of a new enterprise prove entirely inadequate for expansion of a growing busi- 
ness or to tide over unusual losses. The percentages of change of these small 
businesses for an expansion or a loss assume enormous major percentages while 
operations of a large well established enterprise would show only slight per- 
centages of change. 

The need for sources of adequate venture capital to stabilize the operations 
of sma]! enterprises as sound members of a community are clear, in view of our 
having no other service. 

The experts of small business also know that most of the small enterprises 
have practically every resource of their owners tied up in the business in at- 
tempts to start operations on their very limited means when they should have 
had ample supporting venture capital available as reserves if ever needed. In 
the case of skilled inventors their start in business may mean the result of 
years of study, work, costly patents and costly experiments that have used 
most of their resources in making the sound and worthwhile contribution to the 
arts and sciences of the country available to the public. Most of these earnest, 
hard working men are the best stabilizing influences of their communities being 
constructive and cooperative in all endeavors. 

When these businessmen have endeavored to secure capital for their needs 
from local commercial banks the time interval provided has usually been too 
short to be fully satisfactory for their requirements as they really need working 
capital for a long-range pull, not short-term loans. In times of approaching 
business recession the commercial bank is of no use whatever for such assistance 
as these small enterprises require. When these men have tried to secure capital 
from private firms or persons the terms have been entirely too high and inade- 
quate and often required turning over control of their business while loans were 
in force. 

Often, far too often in fact, these private lenders knew the result would be a 
need for more capital later on, as the amounts granted were clearly inadequate, 
and they finally took over the enterprise from those who had worked so hard 
to create a worthwhile business. 

Three facts clearly stand out in the early operations of new job-creating 
enterprises: First, that most of the risk of small businesses is due solely to seri- 
ous lack of a proper and adequate working capital, backed up by assured means 
of securing additional capital as and if needed for sound expansion into a 
stabilized well established business. Second, that no source of capital supply 
is readily available at reasonable rates to support the long range needs of small 
business as a regular banking service. Third, that a new and definite service 
for the commodity capital must be created, possibly through creation of a sys- 
tem of venture capital banks. 

With adequate operating capital and reserves for expansion available and 
fully accessible to small enterprises, the greatest risk of the small business 
would be fully eliminated. The greatest means known to man for creating new 
jobs efficiently and increasing community stability would be firmly assured. 
The effects of rapid business cycle changes with rigid credit regulations would 
be far less destructive, tending to stabilize credit conditions everywhere. 

If we look with favor on the endeavor to have a full employment construc- 
tive program and endeavor to approach the 60-million-jobs goal, toward a 
more full economy, we must apparently do something to change the present de- 
structive income tax system that is leading to a severely strangled economy. 
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With the commodity “material,” the commodity “labor” and the commodity 
“capital” all willing tu work it is essentially a program of finding a successful 
means of permitting them to work together. This successful means for more 
fully assuring that result without upsetting the fine degree of security or benefits 
we have gained in the remarkable progress and growth of this great country. 

Time has shown, and both banking and business students of the problem 
agree, that a new type of banking institution service is needed to properly serve 
small businesses and new ventures of all types that are sound, practical, well 
thought out, and which would be well managed and add to the job-creating and 
well-being of the country. Present security regulations in the conduct of our 
present fine banking institutions would not make it possible or advisable to 
attempt such a service through present organizations. 

Students of the problems of small businesses believe that creation of venture 
capital banks should be set up in every principal community. They would 
provide adequate venture capital for all small enterprises as needed on long- 
range requirements of the businesses. 

A venture capital bank should be tied in for soundness and security reasons 
with our existing Reserve institutions but apparently operated by experts 
skilled, experienced, and friendly to the needs of small enterprises and of their 
full protection and advancement toward becoming sound, economic members 
of the community. 

If we are to endeavor to have a full employment program, in which individual 
effort and incentive can operate, it is going to be essential that the new venture 
capital banks should be made attractive to idle capital that would be willing to 
go to work. This might be made attractive without upset or inconvenience to 
present ownership or its security. Securities of all kinds, not put to work as 
collateral, could be deposited on the owners account with the venture capital 
bank where it could be treated exactly as any other bank deposit and with- 
drawn or deposited at will exactly as in the manner of other commercial banking 
transactions. This would assist in providing enormous working capital for the 
new venture capital banks. As an incentive for idle securities to be deposited 
they could be made tax-free to their owners, and as well possibly paid a nominal 
bank interest on their deposit. 

A venture capital bank should be so set up that it will fully serve all the needs 
of small enterprises which would, to serve that purpose, have to provide at 
nominal interest rates ample working capital and adequate working capital, 
within the small limits of the business, whenever needed regardless of business 
eycles for the term of its growing years to an established business. This might 
range from a period of 3 to not more than 10 years to fully cover the purposes of 
such a banking service. 

The loans made as working capital support to small businesses would not be 
secured by worthwhile collateral and in many cases would probably be partly 
or fully unsecured except for the business integrity and character of the owners 
and their sound business practices and fully cooperative attitude with the 
venture canital bank experts at all times. 

The venture capital banks should therefore have a staff of experts of long 
training and experience in various fields of small business, and a list of con- 
sultants to call upon covering every kind of enterprise so that all loans to small 
businesses would be skillfully directed and proper guiding advice secured at all 
times to maintain sound and efficient operation of the small enterprise during 
its growing years into an established business. Such banking service would take 
the major risk out of small business. The bank would serve every American 
citizen who supplies a sound program, carefully worked out, showing full busi- 
ness understanding of his proposed enterprise, skill in its operation, knowledge 
of proper sales and balance with others in the field or industry for economic 
security and advancement. 
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The venture capital bank will serve the purpose of assuring many new jobs 
and the security to maintain them. Its cost to the Government will be very 
small in terms of total capital funds required in relation to the vast sums being 
loaned to Foreign Governments. Surely we can afford to provide for the secur- 
ity and assurance of a strong, sound growth for our own people, and the means 
to continue individual rights and incentives to continue to build this great 
country. 

It is one means of assuring the continued full use of the commodity “material,” 
the commodity “labor” and the commodity “capital” towards improving our 
way of life without in any way upsetting present security. And we have the 
added assurance of lessening poverty, misery, and much unemployment. 

Our people have always shown a willingness to work, have initiative and 
creativeness to provide the better things of life. If they have the sound means 
to work made available one of our toughest problems of meeting discourage- 
ment, idle hands, charity, and dole needs should be materially lessened. 

For purposes of clearness and simplicity all statistical figures have been 
eliminated from this article. To those readers who are seriously interested, 
or are students of this important problem facing our country, will find an excel- 
lent treatise on the subject in the new book Small Business and Venture Capital 
by Rudolph L. Weissman, published 1945 by Harper Bros. It is beautifully 
written in a sound and practical manner, without an ax to grind, carrying favor- 
able comment by leading big businesses, bankers, Federal Reserve officials and 
leading Members of Congress. It also carries a bibliography of many economic 
books and reports on this most important economic problem. 

Time has clearly shown us what is wrong. Do we want a full employment, 
individual incentive, and a constructive opportunity for all or is our strangled 
economy to continue adding to unemployment? 

It is time that our Congress changes the destructive tax system so that it will 
encourage investors to again risk their capital in new job-creating enterprises 
and that an attractive means be found to assure that idle capital will go to work 
to support full employment. 

The time will shortly come when each American will be faced with the decision 
on this important economic problem. We should all write our Congressmen of 
our wishes in this matter of jobs or idleness while time still remains to permit 
correction of these troubles. 





[Reprinted from Automation, October 1956] 
Basic TRANSFER MACHINE HAS ELECTROHYDRAULIC ACTUATION OF PALLETS 


(By George H. Kendall, Sr., Jerry A. Host, George H. Kendall, Jr., Kenhos Corp., 
Norwalk, Conn.) 


Acceptance of the multistation principle of accomplishing an entire sequence of 
process operations on one machine has led to the development of standardized 
transfer machines. Design attention has been focused on providing basic equip- 
ment for transferring workholding pallets around the perimeter of a table which 
mounts tooling attachments that can be replaced for various machining and/or 
assembly processes. 
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Ficure 1. Pallet type transfer machine adaptable to be tooled for either auto- 
mated sequence machining operations or automated assembly processes. 
Machine pictured is tooled to perform drilling, counterboring, burring, tapping 
and milling operations on diecast aluminum disks. 


As production processes are studied with the purpose of applying the prin- 
ciples of automated production techniques, it is found that a wide variety of the 
products presently being machined and assembled are well suited to being 
processed on transfer type machines. 

General principle of the transfer machine is to provide multiple work stations 
(each of which performs its assigned part of the total production sequence) and 
link these stations with a transfer device that moves each workpiece in turn to 
the next work station. The sum total of work stations and transfer equipment 
are made to operate as one completely integrated machine. 

Where the total number of production operations required is relatively low and 
the nature of these operations not too complicated, the dial index table is popu- 
larly applied as the transfer device and the work stations are mounted around 
its periphery. Successful operation of such equipment has provided proved 
techniques of work station functioning that inspire processing engineers to adopt 
transfer-type machines to production sequences of length and complexity not 
formerly attempted. 

As the number of work stations increases it becomes necessary to increase the 
diameter of the index table to provide more perimeter for equipment mounting. 
This requires a corresponding increase in the number of holding fixtures or work 
nests that are mounted on the table. When the point is reached where the total 
mass of table and tooling mounted thereon becomes difficult to accelerate and 
decelerate in a reasonably fast indexing time the transfer machine designer 
looks to other possibilities to accomplish the desired transfer of workpieces. 
King-size dial table diameters have an area in the center that is difficult to utilize, 
and the efficient use of floor space is another factor that leads to consideration 
of possible alternatives. 
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Ficure 2. Cross section sketches of the transfer machine base shown in figure 1. 
Relative positions of pallets and tooling mounting areas (@) provide that 
tooling attachments can approach the workpieces from four sides: (0) within 


the pallet perimeter, (c) above the pallet, (d) outside the pallet perimeter, 
and (e) below the pallet. 
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RECTANGULAR TRANSFER BASE 


Rather than move the whole tabletop to accomplish the index it is possible 
to mount the work nests on carriers or pallets that can be made to move around 
the periphery of a stationary tabletop. This idea results in less mass in motion 
during index. If the table is made rectangular instead of round the area con- 
sumed to provide a given perimeter requirement is reduced. These considera- 
tions provide the fundamental design configuration of a basic transfer machine 
that is being used to an increasing extent for automated sequence machining 
and automated assembly operations. The Kenhos Corp. has designed a basic 
machine of this type, figure 1. 

Such machines are termed basic because they provide the transfer mecha- 
nisms to move a number of pallets through the transfer cycle and provide also 
tooling mounting areas upon which tooling attachments may be fastened to per- 
form the sequence of operations required by any of a wide variety of machiniug 
or assembly processes. This enables a given machine to be tooled for different 
production runs. 

In order to provide the greatest flexibility of potential applications, certain 
features of the base of the machine should be considered. A cast iron table 
mounted on cast iron frame rails provides strength and rigidity consistent with 
the best standards of machine tool building. A modular design of center sec- 
tion allows multiples of such sections to be bolted together between standard- 
ized base ends and attain the required overall machine length. The process en- 
gineer can combine operations and perform various actions simultaneously at a 
savings of overall machine length and an achievement of greater accuracy of op- 
eration if the pallet is well supported and accessible from all directions. To 
accomplish these performance objectives the side rails are made to support 
the outside of the pallet and shaped such that tooling attachments can be 
mounted below the pallet. Figure 2 shows how tooling attachments can be 
mounted in various positions relative to the position of the pallet. The base also 
incorporates an air reservoir manifold with connections such that pneumatic 
devices can be readily hooked in at any tooling station. 


TRANSFER MECHANISM 


Production cycle time on this type of equipment is the sum of the time re- 
quired for the transfer mechanism to cycle and the time required for the slowest 
work station to complete its cycle. The former is a built-in attribute of the 
basic machine while the latter is dependent on the operations the machine is 
tooled to perform. Since the transfer time is considered as unproductive time 
it is desirable that it be kept ata minimum. The transfer mechanisms described 
in figure 3 on a machine equipped wtih 6-by-6-inch pallets, requiring a 6-inch 
stroke, are designed to cycle at a fixed time of three-fourths second. 

High-speed transfer requires controlled acceleration and deceleration if the 
pallets are to be moved without imparting severe shock that would tend to 
dislocate the workpiece in the nest. This design uses pallets with length limita- 
tion 0.035 inch shorter than the distance between the pins on the transfer bars. 
The pins behind accelerate the pallet and the pins ahead bring it toa stop. This 
arrangement provides that the leading edge of each pallet will stop in a consistent 
position with respect to any given work station because the same sets of pins 
on the transfer bars reciprocate in service of the same work station all the time. 

Requirements of the transfer mechanisms include accuracy as well as speed. 
Any arrangement of multiple pallets has inherent variations due to the fact that 
the toolmaker must be allowed a certain amount of tolerance in the construction 
of the pallet and the work nest mounted thereon. These tolerances accumulate 
with the tolerances used in making the transfer bar with the result that work- 
pieces on successive pallets will vary ijn position with respect to a fixed reference 
point on a work station. 


EF 
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Ficure 3. Details of transfer mechanisms and operating cycle. Sketch (a) 
shows position of pallets during time the attachments are cycling and transfer 
device is at rest. Sketch (c) shows linkages which are in both end cabinets 
of machine. Upon actuation of transfer cycle, rods of cylinders 1 extend to 
push pallets on each side forward into position shown in sketch (0). At this 
position rods of cylinders 2 retract—causing transfer bars to rotate and drive- 
pins to clear underside of pallets as shown in sketch (d) which is a cross 
section through the transfer bars between two pallets. Rods of cylinders 1 then 
2 return to original position so that cylinders 3 now retract, pushing pallets 
across the ends of the machine, then extend again completing the transfer 
cycle by returning all elements to original positions (a) ; except for the pallets, 
which are now one step advanced. 


Design of the transfer mechanism and the physical arrangement of the tooling 
mounting areas can go a long way toward minimizing the effect of accumulated 
position errors. Where accurate location of drilled holes on workpieces is a 
requirement of the process these may be drilled simultaneously by drill heads in 
different positions using one common drill bushing plate. Figure 4. 
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Fieure 4. Work station shows tooling attachments mounted in combination to 
perform critical operations simultaneously. One multispindle drill head covers 
two pallets and drills patterns of holes from above. One single drill spindle 
comes in horizontally. One drill bushing plate serves both horizontal and ver- 
tical drills. Work station visible to the left is a mount for a pallet cleaning 


system that prepares the pallets for workpiece loading in the space between 
stations. 


With the small clearance between the pallets and the transfer pins allowing a 
bit of float for each pallet, the small differences between pallet sizes can be elimi- 
nated from the accumulation of position errors by equipping each pallet with 
tapered bushings pressed in precise location with respect to the workpiece loca- 
tors. Tapered plugs in the fixture clamp plate engage the bushings and estab- 
lish the required position. Figure 5. 





Figure 5. Where tooling attachments are underneath the pallets and tool pres- 
sures push up from below, the work station above is equipped with holding 
plates that keep the parts in proper position on the pallets. Pallets for this 
application are each fitted with two tapered bushings that engage tapered 
locators at all work stations to provide precision location of the workpiece 
with respect to the cutting tools. 
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Where high precision is required, tooling attachment arrangements can be 
devised that work in conjunction with this basic machine to produce accuracies 
in the order of tenths of thousandths of an inch. 


ELECTRICAL OPERATING CONTROL 


It has been mentioned that the primary requirements of the physical configura- 
tion and mechanical layout of a basic transfer machine are to provide for: (1) 
The intermittent indexing of work nests, and (2) the attachment of tooling sta- 
tions to operate in conjunction with the transfer system. The electrical control 
system of the basic machine must also make provision for these same require- 
ments. The transfer mechanism must cycle automatically and be interlocked 
with the control circuits to each of the tooling attachments. 

One end cabinet of the Kenhos transfer machine houses the control equipment 
for the machine and has a pushbutton panel that consists of switches to start, jog, 
run, and cause emergency stopping of the machine. Also included are a single 
dial variable-speed control plus a machine-attachment control. This latter control 
changes all tooling attachments from interlocked automatic operation to in- 
dividually controlled operation. 

The variable-speed control adjusts the dwell time between initiations of the 
transfer cycle and thus provides for production cycles of different length. Each 
unit of tooling attachment that is employed in a particular setup has its own 
electrical control panel within the attachment. These units plug into the basic 
eontrol circuit and upon completion of the transfer cycle are signaled to com- 
mence their own cycle. As each of the attachments completes its cycle it so 
signals the master circuit. When this master timing circuit is again ready to 
initiate the next transfer cycle it can do so only if.all attachments have signaled 
their state of completion, figure 6. Should an attachment not complete its cycle 
for any reason the individual panel will show a visible signal and the master base 
circuit will shut the machine down. 





Ficure 6. Milling attachment is an individually powered unit whose cycle is 
initiated by a signal from the basic machine control circuit. First action lowers 
the clamping frame and accurately positions the pallet by means of the tapered 
locators. Clamp plate then holds down the workpiece. Cutter spindle feeds 
down to depth and retracts. Clamp plate retracts. Upon completion of the 
attachment cycle this unit sends a signal back to the basic machine permitting 
the indexing mechanisms to transfer all pallets to the next positions. Control 
box to the right of the attachment has an indicator light that signals if attach- 
ment fails to complete cycle. Pushbuttons provide for independent operation 
when basic machine controls are set on machine jog. 


This plug-in system of connecting attachments to the control circuit of the 
transfer base provides flexibility for the use of various numbers of attachments— 
up to the number of outlets provided in the base. The system also provides for 
the easy incorporation of probing or sensing stations that verify that proper 
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conditions exist in order that jamming of the mechanisms or processing of defec- 
tive parts will not be permitted. 


TOOLING ATTACHMENTS 


There is seemingly no limit to the number of different types of tooling attach- 
ments that can be mounted to the basic transfer machine. This equipment is 
designed to handle machining and assembly of small parts, and provides space 
for mounting drill heads, boring spindles, milling attachments, and gaging equip- 
ment of size and capacity consistent with the designed purposes of the machine. 

Variations of the basic design enable the use of coolant pumping, removal, and 
filter systems and chip-collection arrangements. 

Assembly stations, including hopper-feeder, tracking, escapement, and insertion 
devices to satisfy a full range of assembly process requirements can be adapted 
to the standard transfer base. 

This basic transfer machine takes its place as equipment available to the 
processing engineer, on which can be built fully automated production processes. 


Next is a letter from Shawnee Products Co. 
(The letter is as follows:) 


SHAWNEE Propucts Co., 
Bryn Mawr, Pa., December 11, 1257. 
Mr. WILLIAM McCHESNEY MARTIN, 
Chairman, Federal Reserve Board, 
Washington, D.C. 


Dear Mr. Martin: In connection with my letter of November 25, to which I 
have had no reply, I am quoting verbatim from a letter dated August 8 from a 
bank in the Philadelphia Reserve Board area, which letter coincided with the 
one-half-percent raise in rediscount rate last August : 

“Sound banking calls for a continuous review of our loans to insure adequate 
protection, both as to security and rate of interest. We are writing to tell you 
that, in the light of the current money market, the rate of interest on your loan 
will be changed from 4% to 5 percent effective August 12. 

“It is our policy to try to adjust our interest rates in accordance with the down- 
ward, as well as the upward, movement in money rates generally.” 

Please keep in mind that my loans are demand and secured basis, with top- 
grade securities as collateral. I have had to contend with 5 rate increases in 
interest in the past 244 years, all coinciding with increase in your rediscount rate, 
but have been unable to secure any reduction since your recent one-half-percent 
reduction. This situation appears to be a one-way street, and we small people 
are in the middle. I feel justified in asking your assistance for relief. 

Very truly yours, 
Epw. J. MULLIGAN. 


Then we have a letter from D. Daniel Golden. 
(The letter is as follows :) 


SAN Francisco, February 17, 1958. 
Hon. Craig HOSMER, 
Select Committee on Small Business, 
House of Representatives, Washington, D.C. 


Dear Mr. Hosmer: I recently wrote you some suggestions concerning a pos- 
sible method of financing small business. I want to tell you how gratifying it is 
to have gotten such prompt replies to my correspondence from you, Mr. Patman, 
and your general counsel, Everette MacIntyre. To know that such prompt action 
and consideration is given to suggestions from an ordinary citizen has certainly 
been gratifying to me and to all of my friends with whom I have discussed the 
matter. 

Mr. MacIntyre forwarded to me a copy of H. R. 10345 and Mr. Patman’s address 
introducing the bill. Mr. Patman’s address certainly showed careful considera- 
tion to the problems of small business and to the system proposed as a partial 
solution. It seems to me to be both a workable plan and one that would be palat- 
able due to the method of tinancing that has been suggested. 

The bill, I think, solves a problem for the largest part of the financial problems 
of small businesses in terms of dollars of financing involved; however, I think 
that there is an area of business embracing the largest number of small businesses 
that in all likelihood would not be helped by the plan proposed. The proposal 
would provide a very satisfactory means of advancing long-term capital to 
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established successful businesses who are entitled to capital largely because of 
the inefficiencies of the capital market when related to a business of under 
several million dollars in capital. 

However, there are many small, new, growing businesses who do not have long 
histories of successful or stable operation. Upon cold analysis of their balance 
sheets and operating statements, they would probably not be considered good 
risks for the small-business-capital banks. They, too, have a need for long-term 
capital in order to make it possible for them to grow into the kind of business 
that could be financed by the small-business-capital banks. It was assistance to 
this type of business that I refer to in my suggestion for making available the 
income taxes that it had paid for, say, 5 preceding years. 

This type of loan would, to me, be one that the Government could underwrite, 
but no one else could. The financial obligation to this type of business for this 
money is now met by the Government in the provisions of the 2-year carryback 
of operating losses in order to obtain income-tax refunds. Making available 
funds for these 2 years, plus another 3 years, would be the Government’s purchas- 
ing of future successful taxpaying businesses. 

I understand that Senator Sparkman introduced a bill in the Senate about 2 
weeks ago which would enable businesses to deduct 50 percent of the first $10,000, 
30 percent of the next $10,000, and 20 percent of the following $10,000 invested in 
either increased inventory or equipment. This bill is an approach to the type 
of relief that I am suggesting and, for a business that commences this year, it is 
a satisfactory remedy. My suggestion is in the nature of an extension of this 
type of proposal, making available the adjustment actually into preceding years. 

Again, let me express how pleased I am with the progress that you have made 
in approaching the problems of small business. 

Very truly yours, 


D. DANTEL GOLDEN. 
(Whereupon, at 4 p. m., the committee adjourned. ) 


x 





